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THE MALAYAN ECONOMIC SOCIETY 


The Malayan Economic Society was founded at a meeting held on 28th July, 


1956. The objects of the Society are to stimulate public interest in economics, ~ 


to encourage the study and discussion of economic problems with special reference 
to Malaya, to provide a means of intercourse between persons interested in econo- 
mics and to issue an economic review and other publications. One of the chief 
objects of the Society is therefore to continue to publish this Review. 


In order to make the Society a professional society of economists, it was felt 
necessary to limit Ordinary Membership to those with a degree or equivalent 
qualification in economics. Associate Membership is, however, open to all other 
persons interested in economics, as well as to institutions such as government 
departments, business houses and banks, etc. Membership of both kinds will 
entitle a person or an institution to a free copy of every issue of the Review. 


Applications for membership of the Malayan Economic Society and enquiries 
for further particulars should be addressed to: 


The Secretary, 

Malayan Economic Society, 
P. O. Box 2900, 
Singapore. 


THE MALAYAN ECONOMIC REVIEW 


(1) The Editorial Board of the Malayan Economic Society wish it to be under- 
stood that the statements and opinions expressed by contributors to the 
Review do not necessarily represent the views of the Editorial Board or the 
Malayan Economic Society. 


(2) The Editor welcomes the submission of manuscripts for possible publication 
in the Review. Manuscripts, books for review, and other correspondence 
connected with the Review should be addressed to:— 


The Editor, 

Malayan Economic Review, 
c/o University of Malaya, 
Singapore, 10. 


(3) Persons or institutions wishing to subscribe to the Review, should write to 
the Editor at the above address, enclosing the sum of M$3.00 for one issue 
or M$6.00 two issues a year. Cheques should be made payable to “The 
Malayan Economic Review.” 
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; ENTREPRENEURSHIP IN A PLURAL ECONOMY 


[The Address of the Vice-President, Dk. GoH KENG SwEE, 
delivered to the Malayan Economic Society at its 
Annual General Meeting on September 27, 1957]* 


Malaya is fortunate in being well-endowed in regard to an economic resource 
to which inadequate attention is often paid. ‘The resource in question is entre- 
-preneurial ability. We have in the country an entrepreneur class which is both 
extensive in numbers and high in quality. - The International Bank Mission noted 
this feature with some satisfaction, though in this country, it has very much been 
taken for granted. A developing economy would sufter serious drawbacks in 
economic progress if it does not have enough men with the capacity to perform 
the vital function of entrepreneurship. Experience in certain countries may 
serve to underline the good fortune which we enjoy in this respect. : 


A number of countries in Asia lack an adequate supply of entrepreneurs. 
Post-war independence and nationalist policies have, in combination, served to 
compel the governments in these countries to take upon themselves the task of 
establishing new businesses and operating them as state enterprises. The cry for 
industrialisation is loud and can hardly be resisted. Entrepreneurs are few, 
lacking in experience and unwilling to take risks in unfamiliar ventures. The 
governments have had therefore to move in, and, with the exception of two or 
three countries, all these efforts have ended in costly failures. Factories have 
been established without due regard for a continuous supply of raw materials; 
management lacks business experience and even when there is no total physical 
collapse, the cold blast of foreign competition quickly puts these state enterprises 
out of business. The net result of it all is waste of valuable internal resources 
and a frittering away of scarce foreign exchange in the purchase of machinery 
which ultimately has to be abandoned. 


Because in Malaya we have entrepreneurs of resourcefulness and ability, it 
has not been necessary for the Governments of the Federation and Singapore to 
have to embark on such a hazardous operation as going into business. The contri- 
bution of the Governments towards the economic development of the country 
follows a more orthodox pattern. It will be their responsibility to develop the 
basic services needed by an expanding industry, namely communication facilities 
such as roads, ports, railways, telecommunications, etc. The Governments also 
undertake the provision of a greater supply of basic goods and services such as 
water, light and power, needed both by the general population and by industry. 
Then there are services specific to certain economic pursuits such as the extension 
of irrigation works to develop rice cultivation; geological surveys, agricultural 
and veterinary research too have their obvious places in the general scheme of 
economic development. So too have the social services in the fields of education 
and health, though it may, of course, be argued that these are valuable in them- 
selves irrespective of their contribution to the growth of the national income. 


It is not necessary to examine any of these items in any detail. The point 
of the development programmes is that these goods and services are being provided 
on an expanding scale in the expectation that private enterprise would follow up 
with a substantial capital investment. Thus it may be said that the government 


‘* The President, Professor T. H. Silcock, was on leave at the time of the Annual General 
Meeting. 
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investment plan is intended, in a sense, to be complementary to private investment, 
and not competitive with it. But this statement can stand only subject to certain 
qualifications. First, in so far as the supply of savings is limited and has to 
finance both private and public capital formation, these two classes of investment 
are competitive in the sense that when more resources go into one channel there 
are less available for the other. The second point is that the government’s deve- 
lopment plans are complementary not in any rigid sense that there would be a set 
of private investment programmes corresponding exactly to any disposal pattern 
of public investment. The relationship is much looser than this. 


Unlike government investment plans which have to be cleared through some 
central authority, private investments are made by numerous private concerns. 
Private plans are naturally decided by individual concerns and generally, in a free 
enterprise system, these plans are not co-ordinated in a conscious way beforehand. 
The co-ordination of plans is an ex post affair. When private plans have been 
brought into fruition, it is the general process of competition in a free market 
that determines which plans are sound and may survive, and which are unsound 
and have to be scrapped. The total volume of private investment which is 
planned is the result of decisions made at numerous points in response to economic 
and other stimuli operating within the system. It is this complex of stimuli 
which would determine both the aggregate level of private investments and the 
directions through which these investments would flow. 


Official development plans can form no more than one set of factors bearing 
upon the total situation. It is true that a well-considered government develop- 
ment plan can remove, as far as possible, bottlenecks to the expansion of private 
industry and also provide a positive encouragement to the private investment plans. 
It does so by providing physical goods and services that will help the growth of 
industry. Also by maintaining economic activity at a higher level than would 
otherwise be the case, it helps to provide a general climate of prosperity which 
would add to the confidence of private investors. 


While economic factors may be decisive in the long run, there are other 
factors which may be equally important in the short term in determining the 
psychological atmosphere under which private investment plans are made and 
decisions to embark on private expansion are arrived at. 


If the general climate of opinion is not conducive to expansion on the part 
of the entrepreneurs the purpose of government development plans will be to 
some extent vitiated. Foremost among these factors at the moment in Malaya 
are certain sociological and political considerations. It is to this set of consi- 
derations that I propose to turn my attention. The basic situation seems to me 
to be this. The economic conditions in the country seem to be conducive to 
economic expansion. ‘The present state of the export markets is satisfactory and 
long-term future prospects by no means unhappy. Large funds are being set 
aside for government development plans which, it is hoped, would bring about 
corresponding expansion in investment in the private sector. Yet because of 
changes that have been taking place in the last few years — changes that are 
inevitable in the transition from colonial status to independent nationhood — a 
certain amount of anxiety and even apprehension is generated among certain 
classes of entrepreneurs. I do not wish to exaggerate the extent of these appre- 
hensions or their effects on economic activity in the future. Nevertheless, it 
would be futile to indulge in wishful thinking by ignorng the relations between 
the entrepreneurs in the country and the rest of the population. These relations 
must have an effect on the willingness of the entrepreneurs to expand their 
business or initiate new ones. 


The position of the entrepreneur in this country is a unique one. I think 
it can best be understood only in the sociological terms defined by J. S. Furnivall 
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‘in his classic studies of the operation of the economic system in the setting of 
‘what he calls a plural society. Furnivall sees a plural society jas a society 
“comprising two or more elements of social level which live side by side, yet 
without mingling in one political unit”. Furnivall believes that a plural society 
‘is basically unstable because, unlike a homogeneous society with common beliefs, 
traditions and culture, a plural society lacks both a common will and the effective 
instruments for the expression of a common purpose. At best the different 
components of a plural society express their wishes in separate and often dis- 


-cordant ways. Hitherto it has been the imposition of some external force that 


could bind together into one going concern the separate elements of a plural 
society. In Malaya, we have seen the withdrawal of the external political autho- 
rity and its replacement by local persons and institutions. 


Although Malaya has not been the subject of Furnivall’s detailed investi- 
gations, the country provides par excellence an example of a plural society. It is 
moreover a society in the course of rapid political transition. We will not be able 
fully to understand the position of the entrepreneur in Malaya withovt examining 
in some detail his role in a plural society in this stage of rapid transformation. 


In Malaya the demarcations between the components of our plural society are 
very clear. There is, first, the barrier of language between the components; the 
significance of the consequent difficulty in the communication of ideas between 
persons in different linguistic groups has not, to my mind, been fully appreciated. 
There are also differences of customs and religions with their concomitant 
differences in mental attitudes and social norms. 


These differences are of course not absolute and if the only barriers were 
those of languages and habits and customs, there is little doubt that with normal 
human tolerance and good sense the outstanding problems between the various 
communities in Malaya may be solved without undue difficulty. But in the 
course of the historical development of Malaya yet a further element of 
differentiation has been introduced and this is an economic differentiation. 
Furnivall observes that in the countries which he has studied, economic specialisa- 
tion tends to be correlated with differentiation by other characteristics in the 
plural society. That is, the groups originally based on ethnic, religious or 
linguistic differentiation perform separate roles in the country. This principle 
has operated in Malaya, and has the effect of dividing the country into two 
important groups: On the one hand we have the Malays who do not form the 
entrepreneur class to any significant degree. On the other hand, we have the 
non-Malays from whom the entrepreneur class has almost exclusively been 
recruited. This is a factor of great importance and we shall spend some time in 
examining its implications. 


One feature of the present system should be discussed. While entrepreneur- 
ship seems to be a pursuit so far confined to the non-Malay population, thereby 
giving some of its members a superior economic status as compared with the gene- 
ral Malay population, political power rests mainly with the Malay population 
through the operation of the present constitution of the Federation of Malaya. 
It is not my purpose here to go into the historical development leading to this 
situation, nor to assess the merits of the present arrangements by any criterion of 
justice, expediency, or any other consideration. The facts as stated are clear 
enough and will be accepted by everybody. The result has been that there is 
broadly a division of the population into a group whose members wield political 
power but possess very little economic strength and another group whose members 
Possess economic strength but very little political power. An arrangement on 
these lines is certainly unusual. In most countries economic strength and political 
authority tend to go together though seldom in a tidy and precise pattern. 
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Marxists lay great stress on the relation between economic status and political 
authority. Indeed it is one of their axioms that the ownership of the means of 
production convey upon the owners decisive opportunities for the wielding of 
political authority. Lenin in fact went so far as to crystallize this principle in 
the dictum: “The government of a capitalist country is merely the executive 
committee of the bourgeoisie”. 


In Malaya at the present time we see practically a complete reversal of the 
structure of power as predicted by Marxist analysis. While the confounding of 
heretical opinion may afford some pleasure to the orthodox, one has to concede 
that the situation such as we face today is not normal and poses problems of an 
acute nature both to those who wield political authority as well as to those who 
own the wealth. There may be parallels in other societies but I know of no 
instance where the problem is confronted in such clear and acute terms as that 
which we are facing in Malaya today. Indeed, much of the anxiety among the 
entrepreneurs to which I referred earlier, derives from this unusual relationship 
between the holders of economic power and the wielders of political authority. 


The dangers of the situation are fairly obvious. There is a possibility, even 
a probability, that measures will be taken through political action to redress the 
disparity in wealth between the components of a plural society. The anxiety 
which is felt in some quarters is that these measures may be such as to leave the 
country poorer as a whole even though a greater measure of equality may be 
achieved within it. 


It seems to me improbable that, under a system of representative government, 
the disparities in wealth could continue in their present form into the indefinite 
future. This has been accepted by all enlightened persons and thought should be 
directed not towards retarding such a process but to see that it comes about with- 
out undue damage to the economy and without unnecessary and undesirable 
frictions between the different elements of our plural society. 


The problem as stated is clear enough but the solutions are less easy to find. 
Contemporary opinion in the country is not unanimous as to the best means by 
which this process can be achieved. There are, however, indications that people 
who have given thought to the problem have arrived at a number of possible 
solutions. 


The first set of solutions is based on a desire to enlarge the number of 
entrepreneurs among the Malays so that the disparity in wealth between commu- 
nities may be reduced by an increase in the number of successful and wealthy 
Malay entrepreneurs. Two ways have been thought of promoting the growth of 
the Malay business class, one of which should be dismissed straight away as 
impracticable. 


This proposal envisages the spontaneous development on an extensive scale 
of entrepreneurial ability among the Malays. I do not see this as in any way 
possible. The facts of the situation are against such a spontaneous growth. Quite 
apart from sociological factors such as their customs, religions and beliefs, and 
quite apart from their lack of experience in business affairs, the Malays have to 
contend with so many obstacles that I think it improbable that large numbers will 
succeed in rising to the top of the entrepreneur ladder in a free competitive 
system. Where success in business depends not only on innate ability but also on 
the ease with which a person can form useful contacts in the business world, the 
barriers of the plurai society act as a severe restraint to the formation of such 
contacts between the Malays and the others. And it is the others who are in 


strategic positions. These barriers are neither sinister nor are they planned by — 


any group of persons; they merely form part of the natural facts of our plural 
society. And these barriers cannot be broken down merely by well-meaning 
exhortation directed towards the general population. 
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| Because it is generally accepted that these handicaps are insuperable, attention 
‘nas been focussed on the possibility of inducing the growth of Malay entrepreneur- 
hip by appropriate governmental measures. The administrative techniques by 
which participation in business by a particular group may be fostered are simple 
‘and well-known. They have been tried in many countries and there may be 
“opinion in favour of similar measures in Malaya. 


. We should therefore examine the possible consequences of the policy aimed at 
inducing the growth of Malay entrepreneurs by these methods. There are two 
lines of enquiry. The first will lead us to the question whether the policy can 
achieve the end which it is intended to bring about, namely the promotion of 
: entrepreneurship among the people whose traditional economic interests have not 
been directed along such lines; and secondly, we may want to consider the con- 
sequences of such a policy on the general economic well-being of the country. 

; 
The economist who has been trained in the liberal tradition will have no 
hesitation in saying that the policy of inducing, by special protective measurés, 
the growth of entrepreneurship is self-defeating in a free enterprise system. It 
will neither create captains of industry. nor will enterprise remain free much 
longer. In a competitive system, success.in entrepreneurship is something that 
has to. be demonstrated by proved achievement in free competition against all 
‘comers. One may not go all the way with Schumpeter in his portrayal of the 
entrepreneur as a Wagnerian hero in the setting of the capitalist system. Nor 
need we agree that he has all the noble virtues and the grand vision ascribed to 
him by that author. Nevertheless, the fact remains that the best test so far 
devised by society for the selection of its entrepreneurs is by proved achievement 
in free competition with al! other contestants. No official selection board or 
public service commission can possibly spot potential captains of industry by 
whatever techniques of selection that it may devise. A successful entrepreneur 
is one who has been tested in the innumerable hazards of business competition in 
the course of which he has been found to have made more wise decisions than 
foolish ones and has avoided making catastrophic mistakes. I do not think this 
point need be laboured since I am speaking to the converted. The process of 
modifying competition to serve particular ends is therefore fraught with danger. 
At best it can produce entrepreneurs of a lesser calibre who can survive only 
within the protected walls of state regulations. At worst, it would lead to the 
creation not of an entrepreneur class but of a rentier class whose contributions 
to the management of business are nominal and whose role in affairs depends on 
the possession of special privileges. In such situations much activity will consist 
not of entrepreneurship but of spivvery. 


Protective measures are therefore likely to lead to a reduction in business 
efficiency, and the burden of this will have to be borne by the consuming public 
in the form of higher cost and prices and inferior output of goods and services. 
Alternatively, it may merely lead to a redistribution of income, should the would- 
be entrepreneurs play only a passive role to a group of persons who perform no 
function of economic value. The benefits to the general population from such a 
dispensation are open to doubt. 


There is a further method of promoting business awareness and efficiency 
among the Malays which has not received much attention mainly because the 
present time is yet premature for any large-scale implementation-. The proposal 
in question is to foster the growth of a managerial class among the.Malays.. Some- 
thing can be done about this, but clearly under the present conditions where 
economic units tend to be small-scale, the scope for widespread advance is rather 
limited. In the basic industries of the country, rubber and tin, economies of 
scale hardly exist and hence there is less scope for the development of an extensive 
managerial hierarchy. Further the entry of Malays into business in this. way is 
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made more difficult today, because the best brains are being creamed off by the 
public services. In future, when economic activity is undertaken more by 
corporate organisations and less by family units, and when the supply of trained 
personnel increases, there may be greater opportunities for the creation of a 
Malay managerial class. As compared with the alternative of creating an entre- 
preneur class, the present proposal is one that has much more to commend it. 


Our enquiry has therefore led us to a somewhat pessimistic conclusion in so 
far as it concerns the efforts now contemplated to redress the balance of economic 
powers between the sections of our plural society. Such kinds of immediate action 
as may be taken seem to be of limited efficacy; others are potentially dangerous. 
But I do not share the view that we are necessarily led to a blind alley. I think 
those who feel unduly pessimistic on these problems are unsound in their basic 
approach. They tend to see the problem too much in terms of the creation of 
an urban business élite among a people whose principal activity has been rural, 
non-industrial and non-commercial. It is therefore not unnatural that they 
quickly find themselves in a dilemma. 


In the situation facing us today, it is preferable to abandon unattainable 
objectives and to concentrate on those about which much more can be done. In 
this regard the objectives need to be more clearly defined. A more promising 
approach towards the problem of economic imbalance is surely to concentrate 
efforts on general rural development and the improvement of standards of living 
for everybody in the rural areas rather than to try, by artificial means, to contrive 
prosperity for a few. 


I do not propose here to enter into a discourse on rural development. This 
is a matter which has received considerable attention among economists in 
post-war Asia. The principles are well-known and a vast amount of experience 
has been collected in nearby countries on the methods of bringing about improved 
standards among the rural population. 


Much of this work stands in the experimental stage even in those countries 
such as India, which have made large-scale efforts on planned improvement of 
‘their countryside. 


In Malaya we have seen in recent years the beginnings of a similiar endeavour. 
No doubt such efforts will continue to expand and progress. While admirable 
in themselves, these schemes appear to have been conceived as specific problems 
and have been tackled as special projects. One senses that the place of rural 
development in relation to the wider scheme of things might not have been given 
its due appreciation. I have therefore tried to show that this very important 
aspect of the work now going on is, in fact, a related part of the general economic 
development of the country. I have also tried to show its bearings on the special 
problems of our plural economy. It is important that its relationships to 
industrial development in the urban areas should be seen in its proper perspective. 
Rural development should not be conceived as an alternative or as a competing 
source for resources in relation to urban industrialisation 


The proper relationship is surely a complementary one and not merely in the 
sense that higher incomes in rural areas would expand the market for the industrial 
products of the city. It is in the field of rural development that Malay economic 
enterprise and managerial skills may best be developed and has the greatest chances 
of success. And they may develop not necessarily through institutions appropriate 
to urban trade and industry but through special institutions yet to be created. 
It is true that if this point of view is accepted, the economic specialisation now 
existing by communal division will continue to remain. I have tried to show 
that in the short term this is inevitable, and artificial measures to remedy it will 
not meet with success. There is no reason, however, why this should stand in 
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| lithe way of the complete integration of the plural society in the long run. The 
_ proposals which are put forward above are intended to serve the immediate future 


'in the transition stage when the separation of economic power and political 


authority now obtaining in the country may prove to be a source of difficulty to 


both sides. 


No one can predict what the final pattern of the Malayan economy will be. 
With the emergence of a prosperous rural sector, of which the Malays form the 
majority, many of the handicaps which now serve to restrain their economic 
progress will disappear. Educational standards will certainly increase and with 
it a greater awareness of events outside of their own circumscribed world; also 
larger incomes would mean a greater ability to accumulate capital. With rising 
standards of living and improved standards of education, it will be far easier for 
rural people to move into the urban industrial world and lay down their stakes 
there. 


Seen in this light, the urgency for rural development becomes much greater 
and the priority of its claim to available funds will rank higher than it does 
now. Further, the whole process may be carried out without any distinction 
along communal lines which put beneficiaries on the defensive and induce in 
others a sense of grievance. 


Some diversion of funds from the city into the rural areas will be a necessary 
consequence of any policy of giving high priority to economic development in 
the countryside. If this diversion is presented as part of the process of improv- 
ing the balance of wealth in our plural society, there may be a greater willingness 
to bear the sacrifice among those who have to do so, as a result of an under- 
standing of the issues at stake. 


As a consequence of rural expansion on these lines, it will no longer be 
necessary to strive to adjust economic imbalance though controls in the free 
enterprise sector which can be allowed to continue unhindered by unnecessary 
constraints. If these ideas could be put forward with some clarity and authority, 
some of the uncertainty which now prevails in the country will be dispelled and 
the stage will be more favourably set for the expansion of private investment 
of funds which may otherwise have lain idle or may have been secreted out of 
the country for security: 


CAPITAL ACCUMULATION AND “THE “THEORY aon 
INTERNATIONAL TRADE 


By Hirosni Kiramura* 


I. A NEW FOCUS OF INTEREST 


One of the most remarkable trends of present-day economic thinking seems 
to be a growing consciousness of international differences in income levels. The 
recent interest in the phenomena and theories of economic growth reflects, or is 
largely caused by, the increasing importance attached to this problem. Economic 
development itself is usually defined in terms of rising real income per capita.t 
There is also a well-established interrelationship between economic development 
and accumulation of capital. Though capital accumulation is not the only factor 
which makes for economic growth, there is no doubt that it is one of the most 
powerful influences that determine the process of economic development. 


Such being the case, we should have expected that the recent concentration 
of interest in economic growth and capital accumulation would have had a certain 
impact upon economic theory, above all in the field of international economics. 
Yet there have been few attempts to work out the implications of the new points 
of view and to incorporate them into the existing body of the theory of inter- 
national trade. We are faced, as it were, with another example of compart- 
mentalized thinking, which has long characterized the history of the theory of. 
international trade: there exists a universally accepted theory of international 
trade based upon static assumptions side by side with the decisive shift of interest 
toward dynamics in the general economic theory. 


To the present writer, this is a highly unsatisfactory situation, The purpose 
of this paper is to attempt to bridge this gap on a few selected points and to draw 
some conclusions on the validity of the traditional doctrine of international trade. 
At the end of the paper, we hope to give some fresh interpretations of one of the 
distinctive features of the present-day world economy. 


II. THE ASSUMPTIONS OF THE TRADITIONAL THEORY OF 
INTERNATIONAL TRADE 


The classical and neo-classical theory of international trade may be said to 
be based on the following assumptions: 


1) All productive resources, constant in quality and quantity, are fully 
employed, with no mobility of factors of production between countries; 


* Professor Kitamura is a Professor of Economics at Tokyo Metropolitan University and 
a staff member of the Japanese Government’s Advisory Council of Economic Affairs. He is 
currently attached to ECAFE on a short-term appointment as Chief, Economic Development 
Section. 


1. There might of course be some dispute as to the appropriate way of defining economic 
development. If, for instance, an increased output aliows an increased population to be fed with- 
out raising real insome per capita, we may well speak of economic development taking place 
(Buchanan and Ellis, Approaches to Economic Development, New York, 1955, p. 22). But 
it makes a real difference in further cumulative economic effects whether real income per head 
of the population increases or not. In this dynamic context, the most reliable indicator of 
economic development is admittedly the level of real income per capita. 
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2) Constant tastes and technical knowledge; 


3) Perfect mobility of. factors of. production and_ perfect» competition 
within each country; ‘ 


4) Full ‘equilibrium; in the sense that all the consequences of adjustment 
are fully absorbed into the system. 


On these assumptions, the traditional theory has been advanced to explain 
both the nature of, as well as the gains from, the international exchange of goods. 
This is the principle of comparative advantage which has, it should be noted, both 
explanatory as well as normative aspects. In addition the absence of capital move- 
ments “implied in assumption (1) means that trade is balanced for each country 
at any moment. From this reason the traditional theory, somewhat inconsistently 
in view of assumption (4), has made an important contribution to explaining the 
mechanism by which trade is brought into equilibrium. On these assumptions, it 
has been easy to prove that free trade leads to maximum welfare and also 
guarantees the balance of trade. It is perhaps well to remember that the theory 
in question represents a complex body of doctrines which keeps so many aspects, 
real and monetary, explanatory and normative, national and cosmopolitan, in an 
organic unity. 


The assumptions are admittedly of a strictly static nature. But each of them 
has different relative weights in the system. _ Some of them~could easily be 
dropped without impairing the theoretical relevance of the abstract model of 
international trade. 5 


For instance, if assumption (4) is dropped and it is recognized that the 
temporary consequences of the adaptation of productive resources to changes in 
demand are important, protection during the transition period will be acceptable 
even to an Adam Smith. If changes in demand structure and technology are 
assumed to be considerable in violation of assumption (2), the risks involved in 
a high degree of specialization will be readily admitted: Should perfect com- 
petition not exclude the possibility of increasing returns to scale, this will lead to 
the widely accepted argument in favour of infant-industry protection. If 
assumption (3) is dropped, there will be a case of external economies which would 
justify even permanent measures of interference with the price system. If a 
country is large enough to be able to influence her terms of trade, it is of course 
no longer true that free trade maximizes real welfare of the country; she can 
reach a higher welfare level at the expense of other countries by imposing taxes on 
her imports or exports. 


Even assumption (1), which is of central importance to the system, could be 
somewhat relaxed without destroying the whole structure of the free-trade 
doctrine. Suppose that the increment to the quantity of productive resources is 
small, what is required will be only marginal adjustments in the disposition of the 
factors of production; the presumption will still hold that the incremental, more 
or less balanced, unit of productive resources should be employed along the most 
efficient line of comparative advantage. 


But the absence of full employment would, of course, justify the use of 
protection and artificial export promotion with the object of expanding effective 
demand. According to. the modern multiplier analysis, however, the resulting 
increase in output and employment will normally lead to larger imports, so that 
the balance of payments will not be completely adjusted by income changes alone. 
This reasoning already leads to a borderline case in which the theoretical relevance 
of the traditional model itself begins to be challenged, for the conclusion contra- 
dicts the basic tenet of balance of trade. The more so if international movements 
of capital are explicitly introduced into the model of international trade. 
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If we are going to discuss international economic problems in a changing 
world of capital accumulation and technical progress, it is no longer admissible 
to retain all the static assumptions of the traditional theory. But how far can 
we modify the given set of assumptions and still remain within the frame of 
reference of the traditional doctrine? This is difficult to decide. It may well 
be that a single modification of one or two assumptions separately would not 
undermine the fundamental validity of the theoretical model, while, if all of them 
were modified at the same time, the model might cease to be relevant. 


Now, apart from the dogmatic adherence to the free-trade doctrine in 
isolated cases today, there are two possible points of view in the way of systematic 
thinking. We might also say that the two points of view reflect, in a certain 
sense, the unfortunate rift in the world economy of today between developed and 
so-called underdeveloped countries. Many Western economists would by now 
accept cases for protection, or government interference with the price system, 
but still insist on the validity of the traditional trade model as a general theoretical 
scheme. Opposition to free trade is, then, only met with in exceptional cases 
which must be judged in each instance on their own merits. 


The opposite point of view has recently been forcefully expressed by Gunnar 
Myrdal: 


“J do not generally concede to the free trade doctrine its traditionally 
asserted status as the rational norm, in relation to which interferences have 
to be proven to be advantageous exceptions. Applied to the severely un- 
balanced situation in which the under-developed countries find themselves 
as a result of history, such a pretence on the part of a non-interference 
policy has even more obvious logical flaws.”? 


Here is, at least, a fundamental challenge to the theoretical position of the 
traditional doctrine. It is one of the contentions of this paper that, if we start 
from the reality of persistent international income differences in a dynamic world, 
a close examination of the traditional theory would give support to Myrdal’s 
point of view. 


III. CAPITAL ACCUMULATION AND INTERNATIONAL TRADE 


If we want to investigate the effects of capital accumulation on international 
trade, the static assumption (1) must be discarded: there are increases in the 
stock of capital, i.e. in the quantity of one factor of production, which take place 
at differentiated rates in different countries. These are not necessarily marginal 
and continuous in character, but may be very large and discontinuous and 
normally associated with changes in technological knowledge and demand 
structure. 


Capital movements must also be assumed to take place. In general, the 
assumption of complete immobility of capital does not make much sense even in 
the context of a static trade model with vertically differentiated stages of pro- 
duction, because a good deal of trade takes the form of capital goods and this 
is precisely the form in which real capital can be transferred from one country to 
another. The same applies a fortiori in a dynamic analysis. It is almost impos- 
sible to discuss international trade in complete separation from international 
movements of factors of production. The international capital market, however, 
need not be assumed to be perfect. There is a certain bias in favour of home 
investment from the point of view of capital. If we come to movements of 


2. Gunnar Myrdal, An International Economy, Problems and Prospects, New York, 1956 
p. 224. 


10 


' another mobile factor, labour, the resistance to international transfer, is, of course, 
_much greater. In the qualitative sense, therefore, the assumption of labour immo- 


bility may be‘accepted; this will then provide the basis for international income 
differences. 


Can the traditional theory of international trade, then, be adjusted to accom- 
modate the process of capital accumulation? It is Joan Robinson’s view that the 
classical or neo-classical assumption of full static equilibrium is made merely for 
convenience, that this adaptation is therefore perfectly possible, so long as the 
assumption of full employment is retained.? Her attention in this particular 
case is, however, mainly confined to the balance of payments aspect of the classical 
model. What about the validity of the principle of comparative advantage? 
The defenders of the traditional position would argue that, as capital accumulation 
proceeds at differentiated rates in different countries, the factor endowments and 
the positions of comparative advantage of course change, but new lines of com- 
parative advantage and profitable international trade ultimately emerge. The 


basis of trade changes, but a new basis emerges to which the static principle can 
be applied. 


In this connection, the interesting analysis by D. M. Bensusan-Butt of the 
process of trade evolution under capital accumulation deserves careful examina- 
tion.* He starts from a somewhat simplified model of two countries, in all 
essential points alike, with the only difference that first country A alone 
accumulates capital. In this model, it is assumed that investment moves smoothly 
from the industry with the highest physical productivity of capital to others with 
lower ones through the interest-rate mechanism. When an industry of A has 
been fully mechanized, the price of the product tends to fall, but this price 
fall is prevented from being realized by exports to country B, replacing the 
handicraft product of the latter country. Thus, trade opens up with all prices 
unchanged. While country B suffers no loss, country A is better off by the 
margin of productivity of the capital utilized, but this surplus accrues only to 
country A’s investors, leaving real wages in both countries unchanged. This 
process of capital accumulation and readjustment is then extended to further 
stages with a result that investment and trade are carried out on an increasing scale 
while their fruits are shared equally by both progressive and stagnant countries 
in which the level of real wages remain equal among themselves. 


This abstract analysis is apt to lead the reader to the conclusion that the 
classical theory of international division of labour is well adapted to the dynamic 
conditions of capital accumulation. It will be seen, however, that this conclusion 
hinges on several assumptions, the validity of which in a changing world is at 
least highly questionable. Let us examine more closely some points in this 
evolutionary process of trade to show that, under the pressure of implicit dynamic 


considerations, the static doctine of comparative advantage and international 
harmony will have to collapse. 


Firstly, the industry of country A in which accumulation and technical 
progress have taken place will inevitably compete the product of the same industry 
in country B out of existence. When this happens, the price of the product in 
question falls, according to Bensusan-Butt, and real wages rise in country A. But 
these gains from accumulation are, it is argued, shared by country B through the 
mechanism of the terms of trade turning in her favour. Now, it is clear that 
the effectiveness of this mechanism depends largely on the particular situation 


3. Joan Robinson, “The Pure Theory of International Trade”, reprinted in her Collected 
Economic Papers, London, 1951, p. 182. 


4. D. M. Bensusan-Butt, “A Model of Trade and Accumulation”, American Economic Review, 
September 1954, pp. 511-29, 
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of elasticities. If country B’s demand for the product is highly elastic, the terms 
of trade will not move very much in the postulated direction; at the same time, 
the resources required to pay for the increased imports will rise, and the home 
consumption of other items in country B will be drastically curtailed. Further- 
more, country B is, as the author admits, inevitably losing one industry after 
another; her economic structure is becoming increasingly unbalanced and 
depending more and more upon foreign supplies. Country A, however, is in a 
position to adjust her production smoothly to capital accumulation. The 
structural advantage is thus one-sided and is reaped only by the country in 
which capital is accumulated. 


Secondly, there appear in due course of development at the frontier of 
mechanization some home goods which do not enter into international trade. In 
his scheme, this circumstance has meaning only as an occasion for starting inter- 
national lending. For a structural analysis of international economics, however, 
the existence of home goods has many far-reaching consequences. These goods 
may not enter into international trade precisely because their costs of production 
in terms of money do not differ very much between countries. Now, as is 
assumed by the author himself, the level of productivity in country A is higher 
than in country B. Money and real wages in country A must, therefore, be 
correspondingly higher than in country B, just enough to offset the difference in 
productivity at the margin. We could escape from this conclusion only if we 
were to assume a perfect capital market in the international scale, in addition to 
a unified labour market, but this escape would not be available, because this 
would contradict the author’s own assumption about the bias in favour of home 
investments. From now on, the presumption must thus hold that real wages 
are higher in the country of capital accumulation than in the country in which 
accumulation has not taken place. 


Thirdly, at a later stage, country B starts saving and investing. Even if 
some capital has been accumulated in country B, the aggregate investment of 
country A will inevitably be larger than those of country B, and the former 
country will go on increasing her absolute lead. Country A has, therefore, an 
indisputable comparative advantage in highly mechanized industries where the 
capital-labour ratio tends to be high. Conversely, the comparative advantage of 
country B invariably lies with the industries of low capital intensity. 


Now the question arises in what industries the new investment of country 
B should take place. If country B invests her new savings in the industries with 
a high capital-labour ratio, i.e., in the industries where the physical productivity 
of capital is high,® the additional output is pro tanto import-saving; her exports 
are reduced by the number of value units less than imports are saved. There is 
no difficulty in balancing country B’s foreign account either. But the retained 
home product is now larger than before, and there is a real gain for country B. 
It should be noted that this gain has been achieved for country B at the expense 
of declining trade and also of reduced output in country A. Only by violating 
the static principle of comparative advantage can the real output of the less 
developed country B be raised, and her capital structure be approximated more 
nearly to that of the developed country A. 


What would be the consequence if country B had chosen to stick to the 
principle of international division of labour and invest in the industries with 
low capital-labour ratio where the physical productivity of capital tends to be 
low? There would be a growing specialization, but country B would, as the 
author admits, be losing in terms of real output, as compared with the alternative 


5. I accept here Bensusan-Butt’s hypothesis that the degree of capital intensity and the 
physical productivity of capital are positively correlated to each other. , - , 
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i. case. Country B would be equally well off only if the mechanism of terms of trade 

could completely offset this loss, but this offset would not necessarily be possible 

except for the case of completely inelastic demand and completely elastic supply 
with respect to country A’s exports and equally completely elastic demand and 
inelastic supply with respect to country B’s exports. In more realistic terms, 
this situation lends itself to the introduction of the familiar reasonings about the 
commodity terms of trade of less developed countries, but the highly abstract 
nature of the model precludes us from doing so. Enough has been said, however, 
to justify the presumption that country B would, on the present assumptions, 
inevitably choose the first alternative of industrialization and thus turn her back 
on the traditional criterion of international division of labour. 


Finally, it follows from the above considerations that it is not possible to 
accept Bensusan-Butt’s conclusion in his final phase that both countries A and B 
have the same level of real wages —- the former richer in capital and higher in 
output per man and the latter poorer in capital and lower in productivity per 


head. 


IV. TENDENCIES TOWARD INTERNATIONAL DISEQUILIBRIUM 


So far we have been discussing the effects of capital accumulation on inter- 
national trade, taking the abstract trade model of Bensusan-Butt as the starting 
point of our analysis. The main results were: (1) that in a world in which 
capital accumulation proceeds at differentiated rates in different countries, inter- 
national trade along the lines of comparative advantage does not necessarily 
maximize the welfare of the less developed economies; and (2) that the levels of 
real income must show some differences between countries. But can we find no 
built-in mechanism in international trade itself which should work in the 
direction of narrowing down these differences of national income levels? If there 
were such an effective mechanism besides the highly doubtful one of the terms 
of trade, the traditional case for free trade might be salvaged, or it could be at 
least given the benefit of extenuating circumstances. The following is a more 
systematic analysis of a few points of contact between capital accumulation and 
international trade. 


Let us try first to construct a structural relationship between national wage 
levels along the lines of, for instance, the old-fashioned Taussig school.® 
According to Taussig, wages are high where the productivity of labour is high, 
and wages are low where the productivity of labour is low. The productivity 
of labour is determined by a variety of factors, above all by the degree of capital 
accumulation, by the technological level of skill, by the endowments of special 
natural resources, and so forth. If we conceive of the net productivity of labour 
as output per man minus costs of capital and natural resources,’ capital accum- 
mulation raises the net productivity of labour in the double sense, first, by 
increasing output per unit of labour, and second, by reducing the equilibrium 
rate of interest and thus the cost of capital. The level of money wages is 
uniquely correlated with this productivity of labour. 


Taussig argued that the exact measure of national levels of productivity is 
to be found in that prevailing in the export industries.* This seems to involve a 
circular reasoning. For it is difficult to establish a priori what industries would 


6. This idea has been developed in detail in my book, Zur Theorie des internationalen 
Handels, ein kritischer Beitrag, Weinfelden (Switzerland), 1941. 


7. Joan Robinson, op. cit., p. 190. 


8. Frank W. Taussig, “Wages and Prices in relation to International Trade”, in Quarterly 
Journal of Economics, August 1906, reprinted in Taussig, ed., Selected Readings in +. International 
Trade and Tariff Problems, Boston, 1921, pp. 114 ff. 
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produce export goods; it is rather the relationship between money wages and 
productivity itself that determines the possible scope of export industries. It is 
more correct to say that exports from a country will be pushed, in equilibrium, 
up to the point at which the productivity of labour, relative to the rest of the 
world, is equal to money wages, relative to the rest of the world. Perfect 
mobility of labour within the country being assumed, this marginal productivity 
of labour will be equal in all industries throughout the country. In this sense, 
the level of money wages reflects the national level of labour productivity.® 


Once the level of money wages is thus given, each country exports those 
commodities for which productivity is relatively higher than the wage level, as 
compared with foreign countries, and imports those commodities for which 
productivity is relatively lower than the wage level.1° There is, of course, nothing 
new in this proposition, which is a mere reformulation of the traditional doctrine 
of comparative advantage with respect to international differences of wage ievels. 
It is thus the relationship between productivity and money wages that counts in 
any international equilibrium. 


Now it can be argued that accumulation of capital is correlated with the 
level of, not money, but real, wages to the level of productivity. With a 
constant labour force, the rate of accumulation is limited by the rate of increase 
in output per man; there will be a tendency toward mutual adjustments between 
the rates of growth of capital and technology. Within that technological limit, 
the actual rate of capital accumulation depends upon the surplus available above 
the level of real wages, that is, the same thing as profits. This line of reasoning 
is based on the widely accepted proposition that the main source of capital 
accumulation is capital itself, that accumulation is a cumulative process of 
investment and reinvestment. If this proposition is acceptable, it is clear that 
a fairly high rate of net investment is usually associated with a low rate of real 
wages, relative to the level of productivity, and vice versa. 


It follows that much of the mutual impact between capital accumulation 
and international trade depends on the prevailing relationships between the three 
variables: productivity, money wages and real wages. In the present institutional 
setting, the rate of money wages is the subject of a particular bargaining process 
and is usually fixed by countracts; profits are in a certain sense a residual income. 
But the rate of real wages will usually be established as a result of market forces. 
It is precisely the market mechanism of competition that, once dynamic changes 
take place, keeps prices in line with costs, and thus raises, for instance, the rate 
of real wages with the rising productivity. But what happens if this mechanism 
loses its effectiveness, as, it is usually held, tends to be the case as the economy 
progresses? We may have two consequences which are of far-reaching import- 
ance to our problem. 


First, the contractually fixed rate of money wages may very well tend to 
lag behind the rate of increase in productivity. There will then be a strong 
tendency towards international disequilibrium. ‘The country certainly enjoys 
a high level of productivity, and her wages are higher than elsewhere. All the 
same, the country may be a “cheap labour country” in the sense that her pro- 
ductivity, relative to the rest of the world, exceeds her money-wage level, relative 
to the rest of the world. Because the country is a low-cost producer in almost 


9. Joan Robinson, op. cit., p. 191. 

10. A verification of this principle seems to have been provided by: G. D. A. MacDougall, 
“British and American Exports: A Study suggested by the Theory of Comparative costs,” Part I, 
Economic Journal, December 1951, pp. 697—720; Part II, Economic Journal, September 1952 
pp. 487—512. 
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all lines of production, she can undersell the rest of the world all round; the 
classical mechanism of offsets does not work effectively enough to ensure the 
‘nternational equilibrium. This condition of disequilibrium, of, course, could 
rersist only to- the extent that some compensation in capital movements or in 
changes in terms of trade is forthcoming. This is Joan Robinson’s case of ‘cheap 


abour with high wages”.14 


Second, the rate of real wages may also tend to lag behind the rate of 
mcrease in output per man. The probability that this may happen to a very 
progressive country which has already achieved a high level of development is 
further reinforced by the impact of the rate of technical progress. In a very 
important passage in her new book, Joan Robinson says: 


“The more rapid is the rise of output per head due to technical progress 
the faster will real wages rise (with a given amount of employment), but the 
more rapid is the rate of technical progress which the economy has come to 
expect, the lower is the level of real wages at any moment.’’?!* 


Mrs. Robinson’s technique of comparison of two economies under certain 
conditions is, in fact, helpful to the analysis of :nternational economic problems. 
In the advanced country, real wages are undoubtedly higher than in the less 
developed country. But if the former country, as is often believed, had a rapid 
career of development of technology behind it and is now expected to follow 
the same path of rapid technical progress, then its level of real wages will tend 
to be lower, relatively both to the rate of increase in productivity and to the 
relationship prevailing in the less developed country. This will tend further to 
stimulate the already high rate of capital accumulation there; the tendency in the 
international capital structure will be toward a cumulative disequilibrium. The 
country already plentifully supplied with capital will increase its lead over the 
less developed country; the latter will fall more and more behind. 


Would not, then, the international flow of capital be able to help in this 
dilemma? For economists, starting from the law of diminishing returns, usually 
conclude that continuous investment will lower the yield of capital in the 
developed countries; and that, since capital is a scarce factor in the less developed 
countries, it must move, by analogy with a perfect domestic capital market, from 
the capital-rich to the capital-poor countries. If this capital movement were 
sufficiently strong, the prevailing gap of the international capital structure would 
surely be narrowed down. 


The traditional view would hold, however, only if new capital were a 
complete substitute for, rather than a complement to, the existing stock of 
capital — an assumption that cannot claim any universal validity. On the 
contrary, the essential characteristics of the economic functions of capital can be 
said to consist of camplementarity and indivisibility.1% Indivisibility leads us to 
an increased emphasis on the importance of the scale factor in production. To 
the extent that varieties of capital are complementary to one another, the yield 
of new investment depends essentially upon other investments having already 
been made. Diminishing returns to capital are far from being the normal case. 
Thus, we are not justfied in excluding the possibility that capital has a natural 


11. Joan Robinson, op. cit., p. 193: “The United States is just as likely to be a cheap 
labour country....as Japan or China.” See also Joan Robinson, The Accumulation of Capital, 
London, 1956, pp. 137—38. 


12. Joan Robinson, The Accumulation of Capital, op. cit., p. 90 
13. L. M. Lachmann, Capital and Its Structure, London, 1956, p. 80 et passim. 
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tendency to flow towards the capital-rich, rather than towards the capital-poor, 
countries.14 The natural movement of capital may therefore aggravate rather 
than alleviate the existing international discrepancies in capital endowments. 


If we turn to the structural differences of national real-wage levels, it is 
important to note that capital accumulation is not the only factor determining 
the levels a real wages. If we find two economies with different levels of 
productivity and real wages, this may be, broadly speaking, either due to the 
different degrees of accumulation or due to the different levels of technical skill 
and knowledge. Since capital accumulation and technical progress usually work 
together and in the same diretcion, there is fortunately no need to separate the 
two forces for the purpose of our present analysis. 


It is possible to conceive of each of these forces in isolation from the other. 
This distinction will provide, for example, the basis for discussions on how effective 
a purely technical type of assistance, without accompanying capital transfer, can 
be in helping the so-called underdeveloped areas out of their impasse. Since the 
international transmission of technical knowledge serves primarily to stimulate 
claims for a higher standard of living, a brake will be put on the required capital 
accumulation. But, from the point of view of equilibrated growth of inter- 
national trade, there is much to be said in favour of emphasizing accumulation 
in the advanced countries and technical progress in the less developed countries. 


In the case of pure capital accumulation in the advanced countries the 
immediaic consequence will be an increase in demand for labour, at home and 
abroad, and a rise in money wages. The proportion of this increased demand for 
labour falling on the home market and on the foreign market depends upon the 
structural pattern of trade. If production of capital goods is encouraged at home, 
as must usually be the case, the investing country will have an unfavourable 
tendency in her balance of payments, and the gains from accumulation will be 
rather smoothly distributed over the world economy. The opposite applies in the 
case of pure technical progress in the less developed countries. In this case, 
productivity rises first and the level of wages tends to lag behind. The country 
where there is technical progress will be in a strong position in international 
competition. 


Let us suppose, now, that the international economy has been established 
in a position that migh be called equilibrium, all frictions of adjustments having 
been successfully absorbed into the system. A high money-wage country is 
invariably also a high real-wage country, because the level of money wages in 
equilibrium reflects the national level of productivity. But how much higher 
depends on the extent to which several categories of goods enter into the con- 
sumption of the population. In our scheme of thinking, it is high productivity 
in internationally tradable goods which necessitates high money wages, and in so 
far as these goods enter into consumption, real wages are also pro tanto high. 
With respect to home goods and services that do not enter international trade, 
international differences in productivity are much less than the differences in 
money wages; these goods and servies, too, tend to have higher prices in a high- 
wage country.!° If they represent important parts of personal consumption, the 
international differences in real wages are less than in money wages. Nevertheless, 
a relatively high money-wage level means internationally also a relatively high 
level of real wages and welfare. 


14. W. Arthur Lewis, “Economic Development with Unlimited Supplies of Labour”, The 
Manchester School of Economic and Social Studies, May 1954, p. 179. 

15. According to Jean Fourastie, Le Grand Espoir du XX ieme Siecle, Paris, 1939, pp. 130 
ff., a hair-cut in 1947 cost $1.00 in the United States, and 60 francs in France, just about one 
hour's pay for workers in each country. 
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What are the welfare implications of international trade between countries 
with different real-wage levels? True to the principle of real costs which long 
characterized the normative aspect of the traditional theory, the old writers have 
often been led to conceive of the international exchange of goods as one between 
products of comparable, if not commensurable, units of real sacrifice. Though 
there are admittedly almost insurmountable difficulties in establishing an accept- 
able unit, there is some substance in this line of reasoning from the point of view 
of welfare. When a modern writer speaks of “the purchasing power of an 
average day’s earnings’’,!° and if the view is not confined to a single country, he 
~ comes, in fact, very close to something that has been called “double factoral terms 

of trade” (Viner). 


This concept of terms of trade takes account of the variations of relative 
productivity in different countries. The idea of rescuing this concept from 
oblivion is not very original. The difficulties in measurement in themselves do 
not condemn an economic concept to meaninglessness. When Sir Denis Robertson 
recently emphasized the importance of what he calls the most fundamental and 
“true” terms of trade again,'’ he was, I believe, in the best tradition of English 
classical thought. I personally side completely with Sir Dennis, because it is 
precisely this double factoral terms of trade which, in Jacob Viner’s authoritative 
opinion, “approaches more closely to an index of the international distribution of 
gains (from international trade)’’.1§ 


It might be questioned, of course, whether the proportion in which gains 
from trade are divided between different countries is of any importance to a 
particular country, in so far as she gains something from trade. A negative 
answer to this question might have been quite adequate in the days of, say, 
mercantilism, or even to take a broader cultural view, in Charles Darwin’s time. 
Now, instead of a “struggle for survival”, the idea of “live and let live” or mutual 
collaboration is to the fore. Though the change has until now been mainly con- 
fined to the strands of economic thought with national borders, the growing 
consciousness of international income differences, from which this paper started, 
signifies that the question of distribution and justice is no longer alien to respon- 
sible economic thinking even in the international field. 


If we boldly introduce the viewpoint of income distribution into our 
analytical scheme of international economics, we cannot escape the inevitable 
conclusion: in a world where capital accumulation and technical progress are 
taking place at different rates in different countries, the progressive countries with 
more rapid rates of development enjoy the lion’s share of the gains from inter- 
national trade. In such a world, the absolute differences between national levels 
of income tend to increase rather than diminish; the less developed countries will 
fall further and further behind, unless capital movements are consciously steered 
to narrow the income gaps. For there is no inherent tendency for international 
trade as such to equalize the income levels.1® 


In this connection, the well-known argument of “factor price equalization” 
will immediately come to mind. Starting from the Heckscher-Ohlin analysis of 
factor proportions, it has been argued with a wealth of subtle logic that, under 
certain conditions, the equalizing process of commodity prices in international 
trade will necessarily bring factor prices and thus real incomes in different 


16. Joan Robinson, “The Pure Theory of International Trade’, loc. cit., p. 191. 


17. D. H. Robertson, “The Terms of Trade’, The International Social Science Bulletin, 
Spring 1951, reprinted in his U/ility and All That and other Essays, New York, 1952, p. 175. 


18. Jacob Viner, Studies in the Theory of International Trade, New York, 1937, p. 561. 


19. This point has been developed in detail in my above-mentioned book of 1941 of which 
it is, in fact, the main thesis, 
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countries into absolute equality. While Ohlin’s original position was that only 
relative prices of factors of production are equalized as a consequence of free 
trade, a set of more rigorous conditions was later imposed on the process of 
production in order to justify the conclusion about equalized absolute factor 
prices: identical production functions and constant returns to scale in all countries, 
negligible transport costs, no complete specialization, a limited number of factors 
of production, a certain factor specificity in production, and so forth.7° If 
international trade in itself should completely equalize factor prices and incomes 
in different countries, then trade would be a complete substitute for factor move- 
ments which are not required to assure maximum welfare. 


Without going into complex theoretical arguments, let us simply say that 
many of these assumptions are particularly irrelevant to a changing world with 
caiptal accumulation and technical progress. The decisive consideration is that 
the very process of accumulation and technical improvements must continuously 
cause a shift in the relevant production functions so as to make the whole 
presumption illusory. It is, of course, conceptually possible to postulate the 
identical production function in every case, if that function is given a sufficiently 
large number of dimensions.” But this approach would impose upon the concept 
of factors of production a much heavier burden than it can reasonably carry and 
would contradict the conditions of a limited number of factors. Once different 
production functions are admitted, it could be agreed that precisely the reverse 
case could be proved: the divergence of factor prices between countries may be 
widened rather than narrowed as a result of international trade.?? It is, I think, 
rather a testimony to Samuelson’s high status as an economist that he adds to his 
“factor price equalization” argument a well-deserved warning about the limitations 
of the analysis and writes: 


“Factor proportions explain only part of the facts of international econo- 
mics. We must still set up hypotheses of differences in international 
production and productivity, differences in effectiveness which are to be 
accepted as empirical facts even if not simply explainable.”?° 


This passage makes exactly the same point as our paper: it is essential to set up 
hypotheses of productivity differences to explain some of the facts that appear to 
be inexplicable from the static point of view. 


Now one of the most pertinent empirical facts in the present international 
situation is, as the late Folke Hilgerdt, an expert of long standing in international 
trade analysis, wrote, that many less developed countries do not derive the advan- 
tages from the expanded trade that theory seems to demand.** Moreover, the 
existing divergences in income levels do tend to increase rather than to decrease — 
despite the expansion of modern trade and transportation.?° It is often asserted 
that poverty is its own cause, that poor countries are poor because they are poor. 
There is a grain of truth in this proposition which is not so entirely meaningless 


20. The original assumptions of Paul A. Samuelson have been recently brought into a neat 
order by J. E. Meade, Trade and Welfare, Oxford 1955, pp. 332-33. 


21. See the brilliant paper of Romney Robinson, “Factor Proportions and Comparative 
Advantage”, Part I, Quarterly Journal of Economics, May 1956, p. 173 et passim. 


22. I. F. Pearce, “The Factor Price Equalization Myth”, The Review of Economic Studies, 
oi ay, AW 


23. Paul A. Samuelson, “International Trade and the Equalization of Factor Prices”, Economic 
Journal, June 1948, pp. 182—83. 


24. Folke Hilgerdt, “Uses and Limitations of International Trade in Overcoming Inequalities 
in World Distribution of Population and Resources”, a paper presented to Meeting No. 20, the 
World Population Conference, Rome 1954, to be published. 


25. Jan Tinbergen, International Economic Integration, Amsterdam, 1944, p. 136. 
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as it appears. But the pertinent question for us is why the poor not only remain 
poor, but become poorer and poorer relatively. Why has international trade not 
engendered the process of accumulation and technical progress that would have 
taised output and incomes in the countries where this increase is badly needed? 


The answer is that international trade, if not assisted by the consciously 
guided transfer of factors of production, has no inherent tendency to equalize 
income and productivity levels. Indeed, the trade mechanism works the other 
way round — in favour of the progressive countries and against stagnant ones. 
Let us quote from Folke Hilgerdt’s paper: 


“Trade results from discrepancies in the geographical distribution of 
the factors of production. But trade does not tend to equalize the supply of 
such factors. Rather, where trade creates openings for profitable production, 
the existing facilities utilized in such production will tend to be further 
expanded through the accumulation of labour and capital and the develop- 
ment of natural resources. The original disparity in the distribution of 
facilities for production may thus be further increased.”?° 


This passage suggests that, in explaining the dynamics of international economics, 
we should give more attention to the supply of factors, rather than to the demand 
for factors, as is usually the case. In the opinion of the present writer, this is a 
very important suggestion, the ramifications of which will be discussed on another 
occasion. A dynamic theory of international price formation may, in fact, 
require a complete reorientation of our theoretical analysis. 


For the moment let us follow Hilgerdt’s reasoning more closely. Though 
the idea was not fully developed by him, it is now safe to conclude: “Instead 
of an equilibrium, as the theory of international trade would demand, we are 
facing a cumulative process away from equilibrium in factor proportions and 
factor prices, engendered by international trade.”?" In these circumstances it is 
to be doubted whether the traditional theory of international trade can still be 
upheld even as an abstract theoretical scheme. 


V. A NEW INTERNATIONAL ECONOMY? 


The upshot of our theoretical analysis is that, in a changing world of capital 
accumulation and technical progress, free trade does not tend to maximize the 
welfare of the less developed countries nor to ensure their balance of trade. Inter- 
national trade, furthermore, if left to the operation of market forces, does not 
guarantee a fairly equitable distribution of the trade gains. The equity of dis- 
tribution is admittedly a tricky concept in welfare economcs, and even more if 
applied to international economic relations. But, on the customary reasoning 
of welfare analysis, the presumption is that a more equitable distribution of income 
will also be conducive to world welfare. 


What then can be done to mitigate the crying diversity in international 
income levels and standards of living? Essentially, the answer must be a more 
intensive movement of factors of production. Labour has a natural tendency to 
move toward a higher real income level, if the costs of transfer are not excessive. 
Every attempt to cut down the artificial barriers existing in the way of inter- 
national migration should be welcome. If we regard technical knowledge as a 
factor of production in the wider sense of the word, the international transmission 
of technology in the form of technical assistance or in other forms of education 
will, of course, have its proper place in the solution of the problem. 


26. Folke Hilgerdt, op. cit. ‘ 
27. Gunnar Myrdal, op. cit., p. 225. 
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The problem of capital is more complex. As has been pointed out, capital 
in its natural tendency may or may not flow in an equilibrating direction, that is, 
from capital-rich to capital-poor countries. Much depends upon the profitability 
of investment or, in general, upon the atmosphere of production in particular 
countries. If the profitability of investment in the less-developed countries is 
increased by co-ordinated development policies more rapidly than in the advanced 
countries, capital may ultimately voluntarily move in the desired direction. If, 
on the other hand, an enforced non-interference policy should fail to create an 
atmosphere favourable to investment, then international capital investment, 
private or public, must be guided by conscious policy decisions. We are facing 
a real challenge of the integrated world economy, a new chance and a new 
responsibility: it is perhaps an entirely fresh approach that is needed. Jan Tin- 
bergen is right, I believe, when he demands this: 


“Essentially, what is needed is the integration of the process of deve- 
lopment; the growth of a country should not be considered a problem only 
regarding that one country and to be accomplished practically with the 
country’s own investments. It is part of a world problem of equilibrated 
growth.’’§ 


The necessity of considering international investment as a world problem is, 
however, still far from being fully recognized by responsible agencies of economic 
co-operation. 


Free mobility of labour, liberal transmission of technical knowledge and 


education, and co-ordinated investment policy — these are the principles that 
are already fully established in terms of national policy within the national 
boundaries. | Within the national body politic, there is another principle of 


welfare policy which is nowadays almost universally accepted: that of income 
transfer. If, for instance, the terms of trade turn so much against primary 
products as to endanger the standards of living of the farm population within a 
country, the principle of granting subsidies or special taxation is hardly 
questioned. In addition, the principle of income redistribution by means of 
taxation is generally accepted. What are the international counterparts to these 
welfare measures? 


It is admitted even by the traditional theory of international trade that 
country A can turn the commodity terms of trade in her favour by imposing 
taxes on her imports or exports. If this gain is larger than the loss country A 
suffers from the reduction in trade volume, there will be a positive increase in the 
national welfare of the country. If, on the other hand, the other country B 
subsidizes her exports to country A, the commodity terms of trade will turn again 
in country A’s favour, while trade volume is, ceteris paribus, expanded. In 
both cases, income is effectively transferred from B to A. Therefore, if income 
transfer is held desirable under some kinds of welfare objectives, the violation of 
the free-trade principle will be justified. 


From the economic point of view, however, it will be most desirable that 
this income transfer be realized with as little interference with the economic 
resource allocation as possible. An import duty in country A, for example, will 
lead to a reduction of trade volume below the optimum, that is, the consequent 
pattern of resource allocation will be too autarkic to avoid any loss in welfare in 
a very real sense. On the other hand, an export subsidy in country B, while 
achieving the same transfer of income from B to A, will result in an overexpansion 
of trade; resources at least in one country will be too extensively diverted to inter- 
nationally tradable goods. Now it can be argued that, if the import tax in country 
A is combined with an equal export subsidy in country B, the one effect will be 


28. Jan Tinbergen, op. cit., p. 137. 
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offset by the other, and the desired income transfer will be carried out without 
any interference with the optimum allocation of resources. But this is exactly 
equivalent to a direct transfer of income through taxation in country B and 
grants-in-aids from B to A.?? 


Here in the opinon of the present writer is the fundamental justification of 
the various forms of foreign aid programmes in the new phase of the international 
economy. In the absence of a world government, there is yet no place for an 
outright policy of income redistribution in the international scale analogous to 
that of national governments. But, if a certain degree of redistributive correction 
is desired, as seems to be the case, the ideal way, from an economic point of view, 
of doing this may be by a direct international transfer of income, because it inter- 
feres least with the fundamental criteria of welfare optimum. The idea of direct 
income transfer is, of course, of quite a recent origin, but it seems highly 
significant that this mechanism has possibly come to stay, as an integral part of 
a new world economy. Politicians may still be far from realizing the full impli- 
cations of the current foreign aids discussions; economists, at least, are now in a 
position to see the rationale of this form of direct international transfer of income. 


It is also only recently that people of many countries are becoming more 
and more conscious of the extreme inequality in the international scene and less 
and less prepared to take it for granted. It is in the interests of the more advanced 
countries to try to eliminate this source of future tension. The unmistakable 
trend of economic thinking which has by now universally established the principle 
of distributive justice within the national boundaries can logically be applied to 
the international field. 


We saw, however, that international trade in its traditional form does not 
give us much hope for the solution of this problem. So it seems to be inevitable 
that, on the one hand, factor movements, above all capital investment and 
technical education, should be considered a world problem of co-ordinated deve- 
lopment and, on the other hand, the objectives of redistributive justice are seen to 
motivate some kind of direct international transfer of income. To establish a 
bridge between the two problems, it can be argued that an international redistri- 
bution of income itself will encourage capital formation all over the world.®° Is 
it too optimistic to say that these new ideas, if put into practice, may prove to be 
powerful vehicles in moulding a new international economy with a really hopeful 
future horizon? 


29. J. E. Meade, op. cif., pp. 285—86. It is one of the merits vf Meade’s approach that 
it puts what he calls distributional arguments into the foreground of welfare discussions. 

30. Similarly, but in somewhat different context: James S$. Duesenberry, “Some Aspects of 
the Theory of Economic Development”, Explorations in Entreprenurial History, Harvard Univer- 
sity, December 1950, pp. 97 ff. 
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LAND DISINTEGRATION AND LAND POLICY 
IN MALAYA 
By U, AS Aviz 
University of Malaya 


INTRODUCTION 


The term disintegration is used to denote a number of related concepts 
associated with either the ownership or the operation of pieces of farmland that 
are diminishing in size and becoming increasingly scattered in so far as any one 
operator is concerned. 


The purpose of this study is to break down what is in fact one socio-economic 
process into a number of simple concepts. By analysing the causes and conse- 
quences related to each concept it may be possible for us to comprehend the real 
nature of the land problem in Malaya. Such a comprehension can be a real 
contribution towards solving the problem. 


The land problem is an urgent one because from it stems one of the basic 
causes of rural poverty. It must be admitted at the outset that neither will 
solving the land problem in toto be effective if the other basic causes of poverty 
are neglected, nor can rural poverty be eliminated if all the other causes are dealt 
with while the land problem is shelved. 


The importance of land as a factor of production in Malaya can be assessed 
from a few simple facts. Over two-thirds of the Malayan working population 
are farmers or farm workers. Besides the large foreign-owned plantations, the 
bulk of the farms are between 2 and 6 acres and the crops cultivated on small 
farms are rubber (1,500,000 acres), padi (900,000 acres) and vegetables (about 
100,000 acres). There are about half a million acres of coconuts frequently 
grown as an auxiliary crop on padi or rubber farms. 


The political tensions underlying the land problem can be fully realized if we 
remember that nine out of ten Malays live in the rural areas and therefore find 
their political, economic and social affairs closely bound up with the land. 


BASIC CONCEPTS 


A piece of land can be identified on an official document such as a Grant, an 
Entry in the Mukim Register (EMR) or a Temporary Occupation Licence (TOL). 
These documents or titles are registered in accordance with State laws which are 
administered by State officials or Land Officers of various grades. 


Where the Government has not fully established its land administration the 
local custom operates and instead of boundary stones based on a cadastral survey 
we find landmarks such as fruit trees, wells or bends in a stream. A padi farmer’s 
piece of land is often clearly demarcated by the bunds. Rubber and coconut 
farms are separated from one another by the arrangements of the trees. Vegetable 
farmers think of their land in terms of beds and ponds. 


The fact is that every farmer knows his boundaries. 
Each piece of land must have an owner. It will also have an operator who 
will be a seperate person if the owner does not operate the land himself. 
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An owner may have several pieces of land and all these pieces represent his 
holding. He may operate some of his pieces and let somebody else operate the 
other pieces. 


If a person is operating someone else’s land, then he can be either: 


(a) A member of the family who is allowed to use the land, ’gratis, or 
(6) A-worker who is paid a wage by the owner, or 
(c) A tenant who pays the owner rent for the use of the land.1 


While the smaller agricultural units are called farms,” all holdings above 100 
acres in area are Called estates. Crops grown on estates in Malaya are rubber 
(2,017,000 acres), coconuts (93,000 acres), oil palms (115,000 acres), and tea 
(9,000 acres). 


Through time the patterns of ownership and operation undergo considerable 
changes. The pioneer farmer who opened up the land and planted it with a 
permanent crop may die, in which case the land will form a part of the inheritance 
of his descendants; or he may sell the whole or part of his land to pay a debt; or 
he may make a gift of some part of his land to a relative or friend- In all these 
instances ownership is transferred from one person to another (or others). 


If the whole of the piece of land is transferred, then we are concerned only 
with the effects of the transfer on the distribution of wealth. However, if the 
owner decides to transfer part of his piece of land, or if the inheritors decide to 
divide the inherited piece of land into several parts so that they can each take a 
part, then we are faced with a new problem. 


This process of dividing up a piece cf land into several small parts is called 
sub-division. Naturally if sub-division is carried out several times in the same 
area, then ultimately the pieces will become very small.? Occasionally one hears 
of the ludicrous situation where sub-division has reached the point where only 
one coconut tree is left and since it cannot be divided physically, the inheritors 
have to own this tree jointly. 


In fact the practice of sharing the ownership of a piece of land without actual 
physical sub-division occurs among families who see the ill effects of sub-division 
or who wish to avoid the expenses involved in official formalities necessary for the 
sub-division of a piece of land. The inheritors merely have their names registered 
as co-owners of the piece of land in place of the deceased person. Of course 
through several generations this process of co-ownership can bring about situations 
where there are more than 10 persons owning a piece of land. If these co-owners 
are Muslims, then the principles of the Shafii law of inheritance will apply in 
Malaya. Thus we find co-owners with z37 -th shares and others with ¢; -th 
shares, and so forth. 


A consequence of sub-division is that farmers find a single piece of land too 
small. In order to make better use of their time and energy they try to operate 
several pieces of land. Generally the pieces they inherit, buy or rent will not be 
contiguous. This process where the pieces of land on particular farms are scattered 
about the village is called fragmentation. 


1. There are many occasions when the owner and the operator share the output from the 
land and sometimes they also share the cash costs of producing the crop. Some difficulty can 
arise in such cases in distinguishing between workers who receive share-wages and tenants who 
pay share-rent, This problem will be discussed in a future article. 

2. The word small-holding is used in a very confusing way in many public and private 
sources and is rigorously avoided by this writer. 

3. Wilson, T. B. mentions a share of saa in a piece of land of 334 acres in Krian. 
(See Malayan Agricultural Journal, XXXVIII. 2, 1955, p. 85) 
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Not only dozs fragmentation occur when say a farmer’s 2 acres of rented 
padi land are a mile away from the 3 acres of rubber land around his house, 
but it also occurs when he has his padi land located in an area which is inconve- 
nient to get to from his rubber land. 


Thus fragmentation is not solely a function of distance. If communications 
are good and the farmer can cycle or take a bus from one piece of land to another, 
then the pieces of land can be located quite far apart. On the other hand, if 
they are separated by a river that is difficult to cross or by an estate that does not 
allow a right of way, then even one quarter of a mile makes the farm fragmented. 


CONSEQUENCES OF SUB-DIVISION AND FRAGMENTATION 


The fundamental consequence of these processes is to cause rural poverty. 
Two important aspects of this poverty are low productivity and exploitation. 
Thus, as a result of sub-division it is not possible to use equipment or techniques 
that would result in a high output. The different owners or operators may follow 
different schedules of operation, thereby interfering with the arrangements of 
their neighbours. Some operators may not clear their land of undergrowth, 
thereby endangering their neighbours’ crops with pests or diseases. Of course 
this can happen even if there is no sub-division, but when there are a large number 
of rather small pieces of farm land this effect is likely to be more significant- 


Co-ownership tends to result in neglect of land or use of poor techniques, 
lack of conservation measures and unwillingness to make long-term improvements 
to the land. It also tends towards landlordism because it is simpler for the co- 
owners to share the value of the rent rather than any other economic arrangement. 


Fraginentation is wasteful of the farmers’ time, energy and equipment. Thus 
the best time for tapping a rubber tree is from dawn to about 11 a.m. If a 
farmer has to spend more than half an hour travelling from one piece of land to 
another, he will not be able to operate the second and subsequent pieces very 
efficiently because he will only be able to begin tapping them when it is too late 
in the day. 


Up to this point we have been concerned with the problem from the point of 
view of low productivity. We can now turn to exploitation. 


More than half of the farm land in Malaya is not owned by the operators. 
It is frequently rented by tenants who have to pay the owners or landlords a rent 
which is equal to 25% to 50% of the gross value of the crop. In addition many 
landlords are able to extract ‘tea-money’ from new tenants and other forms of 
concealed supplementary rent payments. 


Rampant landlordism can be a serious cause of rural poverty. For various 
reasons sub-division and fragmentation are processes that promote the expansion 
of landlordism or to put it the other way round, the extention of tenancy. 


Sub-division and fragmentation interact as causal factors with indebtedness, 
tenancy, and other features of rural poverty in a cumulative process of circular 
causation,* not only to bring about increasing inequalities in the distribution of 
rural income, land and capital, but also to expedite the disintegration of the very 
kampong socio-economic structure itself. 


It will be obvious that apart from grounds of equity and ideology, landlordism 
in this context can only result in greater inefficiency in agriculture as well as 
increased poverty. 


4. See Myrdal, G. Economic Theory and Under-developed Regions, Londen: G. Duckworth, 
1957, Chapter 2, especially, “...... the essence of a social problem is that it concerns a complex 
of interlocking, circular and cumulative changes” (p. 14). 
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THE RECENT GOVERNMENT REPORT 
ON THE BREAK-UP OF RUBBER ESTATES 


We are now in a position to examine a recent Government report” on the 
break-up of certain rubber estates. The committee responsible for this report 
Was appointed by the Minister for Natural Resources, Federation of Malaya, with 
the following’ terms of reference: 


| 
? 


i “To enquire and investigate into the causes, extent and results of 
such sub-division of estates over 100 acres, as has occurred since the 
31st December, 1954, to report on the effects on the economy and 
social structure of the Federation: and to make recommendations 
i thereon.” 


All the members of this committee were senior British officials holding the 
following offices: 


Commissioner of Lands (Chairman) 

Deputy Director of Agriculture 

Commisioner of Labour 

Chairman, Government Rubber Replanting Schemes 
Secretary to the Ministry of Natural Resources 
Deputy Controller, Export Commodities Division. 


The first rather curious point that strikes the reader of this report is the 
‘confused way in which the terms sub-division and fragmentation are used. Thus 
while the terms of reference as given by the Minister specifically refer to sub- 
division of estates, from the second paragraph right through the rest of its report 
the committee refers to fragmentation of estates without using the term 
sub-division, appearing blissfully oblivious of any difference in the meaning 
between these two terms.° 


This writer cannot resist a brief digression on the need for correct usage of 
technical terms. Confucius said we must call things by their proper names 
( 3E% ). In the Third Section of Book XIII of the Analects, he states clearly, 
“Tf the terminology be not exact, if it fit not the thing, the governmental instruc- 
tions will not be explicit, if the instructions aren’t clear and the names don’t fit, 
you can not conduct business properly... . . That is why an intelligent man cares 
for his terminology and gives instructions that fit.”? 


We shall see that misuse of words is not purely a matter of pedantry — it 
can put people into such a muddle that they may fail to realize the true nature 
of the problem. This is especially serious when such people are the so-called 
‘experts’ kept on at great expense to advise a Minister. 


This report mentions four major consequences of the sub-division® of estates: 
a. Cessation of certain estate services 

b. Initial unemployment 

c. Disturbance to employees and families 

d. Change in methods of cultivation, tenure and land use. 


5. This report bears the reference number CLFM. 65/57/ but appears to be undated. It 
was released to the press around 30th December 1957. 

6. A by-product of this confusion is the Department of Information’s press release which 
aefers to a ‘Report on sub-division and fragmentation of estates’, (Sic) 

7. I have chosen Ezra Pound’s first attempt (see: Guide to Kulchur, London: P. Owen, 1952, 
pp. 16-17) at translating this section in preference to his subsequent attempt. Readers may 
xefer to the more orthodox English versions by Waley or Legge. 


8. Throughout this paper only the correct forms will be used unless it is clearly indicated 
otherwise. 
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The committee fails to distinguish clearly between the consequences of 
sub-division that arise from a change in the legal status of the new owners and the 
consequences that arise from a change in the economic position of the new owners. 
Thus, as a result of sub-division each of the several pieces of ex-estate land 
is likely to be below 25 acres? in area. This places the owners in a new 
legal category. For example, they have no obligations under the Employment 
Ordinance (FM 38 of 1955) to provide health facilities, adequate water supplies 
and sanitation, free medicines, and education facilities, etc. On the other hand 
they have the right to a larger grant under the Rubber Replanting Fund 
Ordinance. For example they would be entitled to a grant of $600 per acre 
instead of $400 per acre. 


From the economic point of view the new owners will be able to operate the 
ex-estate rubber more cheaply because they will tend to ignore expenditures on 
roads, drainage, conservation and long-term care of the trees. They will either 
employ kampong ‘contract’ workers or rent their land to tenants. 


If they employ kampong contract labour they need not abide by any of the 
wage agreements between rubber workers’ unions and the employers’ union. In 
fact the reported exodus of Tamil labour which is extensively organized under a 
group of communal-minded trade union leaders! is partiy explained by this. 


Kampong contract workers are loosely organized by a contractor who is 
paid by the estate on a basis of the quantity of rubber produced ex-factory. He 
pays the workers a piece-rate based on their daily output. The employer-employee 
relationship between the contractor and the kampong worker is a very casual one 
and can be terminated at short notice. 


Another advantage to the new owners who employ kampong labour is that 
they can avoid responsibilities under the Workmen’s Compensation Ordinance and 
other labour protection laws because this category of worker is quite unfamiliar 
with the existence and functions of the Department of Labour. 


In my own researches in different parts of Malaya I invariably find that on 
the small estates not only are workers paid wage-rates much below those paid by 
the large estates, but also conditions of work are deplorable. This is particularly 
the case where kampong workers become estate rubber tappers working under a 
contractor. The new owners will be able to get the same rubber land worked 
for less than half the former cost of production. The reduction will be at the 


expense of the new workers who will receive lower wages and have to accept 
worse conditions of work. 


If the owners rent out the land to small tenant farmers then they can expect 
to get about half the crop as rent. They may also be able to collect tea-money or 
a ‘present’ when a new tenant is taken on. 


9. Section 165 of the Labour Code (FMS Cap. 154) defines an ‘estate’ as ‘any agricultural 
land exceeding 25 acres in extent upon which agricultural operations of any kind are carried 
ODik seks ’, This definition is still operative under the Employment Ordinance (FM 38 of 1955) 
which has been brought into force recently. It is to be noted that this ‘legal’ definition differs: 
from the definition adopted for recording purposes. According to this latter definition, an 
‘estate’ is defind as ‘Lands, contiguous or non-contiguous, aggregating not less than 100 acres. 
an.) Ares viene > (see Malaya—Rudber Statistics Handbook, compiled by the Department of 
Statistics, Federation of Malaya). 

10. Their racialistic outlook—concentrating on Tamil workers—will ultimately boomerang 
to them if the sub-division of estates becomes extensive or if there is widespread transference 
of ownership from Europeans to Asians. In fact Tamil workers as a racial group have been 
specially sheltered under the old Labour Code and now they fear that they will no longer 
be so well protected if they remain on the divided estates. 
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If the owners can get either the kampong contract workers or the tenants to 
borrow money from them, then the consequent endless burden of indebtedness will 
make the relationship between the owners and the workers or tenants akin to a 
master-slave relationship. 


, 

Thus one tends to be rather sceptical of the findings and recommendations of 
this committee when one of their statements runs,!! “In fact, in this area the 
change from estates to smallholdings is a natural development, with which it 
would be wise not to interfere; and the same may be true of much of the frag- 
mentation elsewhere.” (sic) 


It will be clear that the new owners, be they employers or landlords, will 
increase the exploitation of rural labour. Since they will be mainly interested in 
quick profits they will not make capital investments in either land improvements 
or labour welfare. The question therefore should be posed, can a government 
afford to stand by while its fundamental economic resources of land and labour are 
dissipated by these exploiters? 


ECONOMIES OF SCALE 


Against the economic advantages of large-scale enterprises engaged in tropical 
agriculture, such as better quality of product, efficiency in operation, etc., the 
committee finds that there are political and social reasons for encouraging ‘the 
existence of a large smallholding class’.° 


Even if we do not dispute the suggestion that: “It is a considerable help 
towards political and social security; and of great value as a basis for sound 
democratic government’, still we must examine the true content of this “small- 


holding class”. 


If the committee saw a growing group of owner-farmers, then it was looking 
at a mirage.'? The fact is that the estates in question have been bought up by 
speculators and investors, large and small. Indeed the report specifically mentions. 
a “class of investors” consisting of ‘“. . . shopkeepers, clerks, etc... ”.14 Such 
persons are surely more likely to become absentee landlords rather than owner- 
farmers. 


It would be unfair to omit mention of the committee’s reflection that: ““The 
good prices obtainable in recent years for rubber, tin and other Malayan products 
have made more money available for investment; . . . providing smallholders with 
the capital they require. ..”.1° Now, it is the writer’s impression that the typical 
small owner-farmer with his 3-acre rubber farm earned enough additional income 
to pay off his debts, repair or enlarge his house and re-equip his family with 
clothing, domestic requisites and perhaps buy a radio. It is very doubtful if he 
saved up enough to be able to invest in 20-30 acres, let alone a few hundred acres 
of rubber estate land, at say $600 per acre. In other words, it remains to be 
proved that these nouveaux riches farmers are buying pieces of sub-divided estates. 


11. Sce para 20. Anthropologists who are seriously concerned with the study of disappear- 
ing cultures (Vide: Inf. Soc. Science Bulletin, 1X. 3. 1957) should come to Malaya to 
investigate this curious anachronism from 19th century European thought—a species of pure 
laissez faire that has been extinct in the Western world for several generations. 


12. Para 19. The use of words like ‘class of investors’ and ‘smallholding class’ does not 
necessarily “indicate class consciousness on the part of the committee. 


13. In any case there is no evidence in the report that the committee even got outside the 
committee room to visit any farms. 


14. Para 10. 
iS; Para: 10. 
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It should be noted that if they are enlarging their properties by buying up 
pieces of the estates, then they will be operating fragmented farms. If they do 
not operate the pieces, then they will be no more than another type of landlord. 


A further weighty argument against the committee’s futile hope for a “large 
smallholding class” is the effect of a change in the scale of operation on quality 
of the product. Throughout the postwar period we have been treated to in- 
numerable harangues -by various parties as to the need for improving the quality 
of our rubber. In fact the industry pays a special cess to keep an expensive 
organization in existence to educate both the producer and the consumer regarding 
the potentialities of natural rubber. 


It is an incontrovertible fact that the small farmer cannot produce a high 
grade product if he does his own processing. The only way by which we can 
export a large percentage high grade sheets is through centralized processing. This 
can be accomplished on large estates, or in rubber-processing factories that are 
organized by cooperative societies or Government corporations like the Rural 
and Industrial Development Authority. 


Thus the reversion from large-scale to small-scale processing will represent 
not only a loss of income to the national economy but also a weakening of Malaya’s 
position on the international rubber market. 


CONCLUSION 


The myth is frequently repeated that we will not be able to manage our 
affairs successfully without expatriate or European staff. Surely a careful study 
of this report which no doubt is to be the basis for ministerial policy is likely to 
show us how hollow this myth is. 


These officials might have been adequate for the needs of a bureaucracy to 
maintain the colonial economy. But times are changing. The first phase of 
political independence has been accomplished: The second phase which is the 
achievement of a national economy will need men of better calibre with a fresh 
outlook and a more penetrating vision. 


As a positive step the writer would like to offer some constructive suggestions 
as to what should be done to enable the Minister for Natural Resources to frame 
an adequate and satisfactory policy for dealing with the sub-division of estates:- 


1. Precise details should be obtained regarding the degree of division that is 
taking place. For example, are the 500-acre estates being divided up 
into fifty 10-acre pieces or ten pieces of 50 acres each? 


2. Who are the new owners of these divided pieces of estate land? Are 
they farmers or are they small capitalists, land speculators or possibly 
government employees? 


3. How do the prices per acre for these divided estates compare with prices 
in the same area and in other areas during the last 5 years? What are 
the actual prices that owner-farmers are paying speculators? 


4. The multifarous ministries, departments and agencies that are concerned 
with rural development should get together and study the possibility of 
working these estates on a cooperative basis. 


5. How have income levels changed as a result of the division of estates? 
How many of the new tappers are share-tenants and what sort of rents 
are they paying? How many of the new tappers are wage-workers and 


what sort of wages are they being paid? Are the new rubber tappers 
better off in real terms? 
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10. 


What is taking place in the labour situation? To what extent are the 
original estate workers leaving the divided estates, and to what extent 
are their places being taken by workers from kampong areas? 


Perhaps the Minister of Agriculture would be interested to know the 
extent to which padi farmers are leaving their padi aad: to become 
workers on these divided rubber estates. 


The time has arrived for the Government to amend its labour laws so as 
to give adequate protection to all hired workers on rubber estates, 
irrespective of size. 


It might be worthwhile for the rubber workers and their leaders to study 
the impact of wage levels of those who are leaving the divided estates 
to seek employment on the remaining estates. 


It would be very interesting and useful if an enquiry were to be made 
into fragmentation on rubber farms and estates, using fragmentation in 
the proper technical sense of the word. 
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NOTES ON MALAYAN MONETARY PROBLEMS. 


By Frank H. H. Kinc* 
Harvard University 


There is no ideal monetary system or monetary policy towards which every 
state is in some sense groping. The system and the policy which controls it 
should be devised with reference both to the empirically determined situation and 
to the specific tasks assigned to the economic sector of the polity. The monetary 
system of Malaya must be considered in a Malayan setting in the context of the 
political, social and economic situation as it exists today. 


In 1954 I undertook a study of the monetary system of Malaya and British: 
Borneo.t The study was made within the context of colonial administration, 
although there was already the prospect of limited political participation by the 
people of the area under conditions controlled by the Imperial power. Frankly,. 
I predicted neither the shortness of the time to Merdeka nor the length of the time 
to publication. 


The following notes are comments on that study and on the articles by 
Mr. Sherwood and Mr. Wilson, published in recent issues of this journal.2 My 
purpose is to write on points already raised rather than to start with a fresk 
analysis for which I have not had the necessary prerequisite — access to the most 
recent information. For this reason the title ‘Notes’ is not an affectation of 
modesty but rather an admission that what follows is a series of thoughts 
stimulated by the original study, by the two articles mentioned, and by the little 
published information available here as to the current situation. At the same 
time, I should like to take the opportunity of answering certain criticisms which 
were made by Mr. Wilson in his very excellent and kind review article.® 


I 


Before the monetary aspects of the economy can be fruitfully discussed,. 
certain more fundamental questions about the nature of the economy must be 
considered and agreed upon. By this is not meant whether the economy is export- 
dominated or not, although this may be an important matter to consider at @ 
later stage. Rather I have reference to the role of the state in the economy, the 


* Mr. King is an economist with the Center for East Asian Studies, Harvard University. He 


wishes to express his appreciation for the facilities extended him there for the writing of these 
notes on a subject which lies outside the general research scope of the Center. 


1. The study was financed by a grant from the Colonial Welfare and Development Fund! 
and was published as Money in British East Asia, London: H.M.S.O., 1957. 


2. P.W. Sherwood, ‘The Watson-Caine Report on the Establishment of a Central Bank im 
Malaya’, Malayan Economic Review, II, 1, April 1957, pp. 23-54, and P. A. Wilson, ‘Money im 
Malaya’, ibid, II, 2, October 1957, pp. 53-66. The Watson-Caine Report is: C.M. Watson and’ 
Sir Sydney Caine, Report on the Establishment of a Central Bank in Malaya, Kuala Lumpur, 1956. 

3. I have assigned specific arguments with Mr. Wilson to the end of this article. There were 
one or two places where I was not sure whether Mr. Wilson was criticising my position or 
simply developing it (e.g. page 57 on the relative importance of bank money in the money 
supply), but I have not, in any case, made any attempt to discuss each point in detail. Events 
have passed my study by, and more would be gained by a new and full report than by too 
detailed discussion of an old one. 
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degree of economic freedom intended, and the goals assigned to the monetary sector 
of the economy together with any restrictions placed by the political actualities 
on the method of achieving these ends. 


If the state intends to establish an economic plan, in the sense that term is 
understood in the Soviet Union or in China, the economic goals are Clearly set out 
and have the. force of law. The monetary sector then has one purpose — as 
indeed do all the sectors of the economy — assistance in fulfilling the goals of 
the plan. The Government of the Federation of Malaya has made it quite clear 
that it does not intend such a planned economy but only planned government 
capital expenditure over a period of five years. This decision places heavy reliance 
on the private sector to provide much of the inspiration — and most of the 
funds — for the economic development of the country. The task of the Malayan 
amonetary system must be considered within this context. 


But even given this overall framework, there is a great deal of room for 
variation. The people of the Malayan Currency Area have had, through the 
mature of their monetary system, direct access to the markets of the world, to 
ibuy goods as they choose with a freedom that can only be matched by the citizens 
of Hong Kong. There will surely come a time when continuation of this policy 
will be questioned on the grounds that foreign exchange could be better spent. 
Although the chance that this will happen i is lessened by the limited scope -of the 
Malayan economic plan, should it arise it is important to appreciate that it is not 
wholly — perhaps not at all — an economic question. Assuming that exchange 
restrictions could be selective and not hinder the flow of development capital 
from abroad, the basic question becomes a political one of the degree of sacrifice 
which the people intend to impose upon themselves in the interests of the 
modernization of their economy. 


Once having set the framework within which the monetary system must 
work, what shall be the extent of discretion to be given not only to the monetary 
authorities but also to the people’s representatives themselves? There is a parallel 
in the purely political sector: the problem created by the conflict of the constitu- 
tion as interpreted by the courts with the desires of the Parliament of the day. To 
what extent, for example, is it safe to leave basic human rights in the hands of 
the legislature alone, especially when that legislature is dominated, as it is in the 
United Kingdom and the Federation of Malaya, by the executive branch of the 
state?4 


Such arguments would take us far afield, but they have their counterparts 
in monetary iegislation. Thus, the statutory reserve requirement against the 
currency issue can only be defended on the grounds that the people consider such 
a statute as a guarantee against unwise tampering by the very persons elected by 
them to run the monetary system. There is a ‘constitution’ of monetary regula- 
tions much the same as there is a political constitution. For although such 
statutes and regulations can be changed by ordinary legislative processes, their 
existence can only be explained by an attitude which considers them in some way 
fundamental, and the change is usually preceded by apologies and by explanations. 


The relationship of the central bank to the government is also more than a 
matter of economic policy. A central bank has been conceived of as an 
independent regulatory organization, which can, and at times should, challenge 
the economic policy of the government. In a fully-planned economy, this would 
be an impossible situation. There is a view that considers this independence 
politically impossible even in an unplanned democracy. Surely it would be un- 
democratic for so powerful an organization to oppose an economic policy supported 


4. E.g., the debate on the second reading of the Federal Constitution Bill, 1957, Legislative 
Council Debates, August 15, 1957, col. 3135 ff. 
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by the elected majority in the legislature. At some stage in any controversy 
between a central bank and the government, so this argument runs, the central 
bank must give in. Some would say sooner than others, but the principle is the 
same. 


Thus the basic question becomes: given an economy in which the private 
citizen has a free role to play, at what stage and under what circumstances must 
this role be subordinated to the decisions of the government? Or do basic 
matters lie outside the mandate given to the legislators and, if so, how can such 
a fact be verified? The answers will decide the nature of monetary legislation,. 
its scope, and its flexibility. 


The colonial government’s economic policy in Malaya was almost wholly 
determined in principle by non-economic considerations. Having no system for 
providing itself with the trappings of popular or democratic political support — 
real or illusory — it conceived its role in the classical form of providing the 
framework of sound, honest institutions within which the economy should 
function automatically. This was especially true in the monetary field. In 
other sectors of the economy the colonial administrations did sponsor and promote, 
but they did little to initiate until they had devised a sounder method for taking 
the political pulse after World War II. 


The general acceptance of the government as a planning agency in backward® 
economies coincided with the resurgence of popular political expression. The 
combination of the two impulses threatened to overthrow the framework of the 
economy without thorough consideration of the implication of such a move. 
Conservative business elements and foreign economic advisers cautioned a 
moderation which was not always palatable to the new political leaders. The 
Federation of Malaya has been exceptionally fortunate on two counts: first, the 
transition period to Merdeka extended sufficiently far into the post-war period so 
that the concept of government development planning had been accepted by the 
colonial administration, and second, her new leaders demonstrated a political zeal 
which was tempered by economic realism. 


The Federation has approved a system of priorities for government capital 
expenditure, and has made clear her position on the hope for limited industrial 
development, for the inflow of private foreign capital, for a relatively large measure 
of consumer freedom.® ‘The monetary system must be devised within this frame- 
work. It must be expected that a popularly-elected legislature will be less tolerant 
of built-in safeguards, considering themselves to be the safeguard. While this 
position is not necessarily true or acceptable, where economic policy recommen- 
dations reflect this scepticism, it should be made explicit. 


With these considerations in mind I shall comment on more specific problems 
of the monetary system and of monetary policy. 


II 


The essential features of the sterling-exchange standard are to be maintained. 
The first few months of Merdeka have confirmed this as the policy of the Alliance 
government, and an examination of monetary policy should take this as given. 
However, if the scope for monetary policy within this framework should prove 
inadequate after examination, then would be the time to consider change. 


5. Dr. F. C. Benham in his The Colombo Plan and Other Essays (London, Royal Institute 
of International Affairs, 1956) is too polite to use the term ‘backward’ in describing Asiar 
economies. He claims, perhaps rightly, that people resent it. (‘Protection and the Under- 
developed Countries’, p. 44). However, I find it used frequently by Malay members of the 
Legislative Council in the debate on Capital Estimates, 1957, Legislative Council Debates, May 7, 
1957, col. 2624 ff. 


6. See, for example, Report on Economic Planning in the Federation of Malaya in 1956...., 
Kuala Lumpur, 1957. 


In the field of monetary policy two problems have received primary attention 
— planning and stability. What should be done in the monetary sector to assist 
in the planning objectives of the Malayan nation and to what extent is it possible 
for the monetary sector to create stability in the Malayan economy? 


Mr. Sherwood, dealing with the problem of instability, writes:* 


“This currency board system prevents any deliberate control over the 
currency circulation and domestic credit creation, thus making it impossible 
for monetary policy to exert any stabilizing economic influence on the 
Malayan economy .... Monetary control is precluded in Malaya because 
the currency circulation is automatically increased or decreased when more 


or less sterling is offered to the Board of Currency Commissioners than is 
demanded”.§ 


He then describes the serious effects such instability may have on Malayan 
development:° 


“Because of it, for instance, business firms tend to hold greater liquid 
reserves than would otherwise be necessary and investors prefer quick-yielding 
investments in trade to the more long-term types of investment in industry. 
This reduces the amount of capital made available locally for industrial 
development”’. 


This is a very dark picture indeed, and it is doubtful if the creation of a 
central bank would affect Mr. Sherwood’s basic propositions — at least, not the 
central bank of the Watson-Caine report. But what is this danger of instability? 
The reference is to the fact that the prices of Malaya’s exports fluctuate. When 
they are high, Malayan incomes tend to be high. In consequence, the increased 
demand for imports may raise the general price level somewhat, and the price 
level of those products whose supply is inelastic—labor, housing, and, at certain 
times, food—will move into inflationary realms. The boom atmosphere will 
cause ‘unwise’ expenditures to be made, the argument continues, with a waste of 
the resources of the nation. 


But is this a problem for monetary control? The causes are real and the 
fluctuations will continue unless there is some basic change in the marketing of 
the exports involved — which seems unlikely. | Cannot, as I have already 
suggested, these matters be solved to a large extent by fiscal policy? Or if 
fiscal policies carried to the necessary extreme are too harsh politically, has not 
Mr. Sherwood himself supplied the solution in his excellent defense of qualitative 
and selective credit controls? These controls, although traditionaly executed by 
a central bank, are consequences of specific legislation and do not require a central 
bank for their administration. 


The relationship between instability and development is not clear in the 
Malayan context. Obviously, if no effort is made at all to minimize the disturbing 
effects of the fluctuations in the prices of raw materials, planning, in the ordinary 
business sense of the term, would be difficult. But the preference of investors 
for quick-yielding investments in trade may be a characteristic of the citizens of 
an economy without any relation to such fluctuations. It may be a consequence 
of lack of experience in or opportunity for investment in more permanent-type 
projects. How such investors can be made to change their habits is a subject 
basic to the problem of economic development. It reflects the entire range of 
problems of an economy in transition and is not simply described as a consequence 
of instability in the price of principal raw materials. 


Fs Ps 24, 


8. This statement on the circumstances surrounding the changes in the currency supply is 
not correct since the changes are affected by actions of the banks. It is only after the changes 
are made that the banks may be forced to deal with the Currency Board. 


9. p. 24. 
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The rubber industry itself requires relatively long-term investment. An 
investor contemplating the prospects of a textile mill will expect fluctuations in ~ 
the national income, and it cannot be ruled out a priori that a fluctuating economy 
might not, over the cycle, result in higher total profits than a stable economy. 


Capital available for short-term investment of a speculative nature in trade © 
might not at all be attracted to long-term investment of any kind, even when 
confronted with the loss of the former type of investment opportunity. The 
-effects of such national income fluctuations in the Malayan context on capital 
supply would make an important study, but given the lack of evidence and the 
fact that the relationship between stability and development is certainly not a 
simple one, this evil of the old currency system cannot be proved. Is it not on 
the upswing that the investment of the long-run type is made? Such an occur- 
rence might not be duplicated in Malaya, but only empirical research can help in 
‘settling this question. 


Mr. Wilson has kindly drawn attention to that part of my study in which 
the potentials of monetary policy within the old sterling-exchange standard were 
considered. Mr. Wilson also draws our attention to a speech of the Financial 
Minister before the Legislative Council.1° The speech brought forward informa- 
tion which proved conclusively that the action of the government in moving funds 
to the United Kingdom resulted in the inability of the banks to meet in full 
domestic demands for credit facilities. Yet, and this is the interesting feature 
-of the debate, Minister Lee concluded by saying, ‘In due course the system will be 
less rigid than that now in operation under which the issue and redemption of 
Malayan currency in exchange for sterling is automatic and which does not allow 
any scope whatever for any monetary policy11 |The funds had been moved 
solely in response to the higher interest rates in the United Kingdom. 


This potential monetary weapon has, then, never been used as such, and it 
is doubtful how flexible it would in reality have proved to be. Yet, combined 
with fiscal policies, it might have proved sufficient for the purposes intended by 
the present government. There is not much purpose, except as an intellectual 
-exercise of interest to those territories still haying the currency-board system, in 
pursuing this matter much further. The inauguration of a central bank will 
permit of much more direct control over bank credit, and, in any case, the 
government will presumably no longer keep deposits of any size with the com- 
mercial banks. 


The second objection Mr. Sherwood finds to the currency-board system is 
that ‘it does not play its due part in the economic development of the country 
but has, on the contrary, become a factor which hinders such development’.!? 
From the nature of such a system, one would not expect it to play a positive role 
-of its own but simply to provide a monetary framework in which other policies 
could be executed. However, Mr. Sherwood’s accusation is more basic. He 
claims that it is a positive hindrance. The specific charges are that large sums 
-of potential capital are ‘needlessly locked-up’, under the 100-110 per cent sterling 
backing requirement. Then in the same paragraph he adds these negative deve- 
lopment factors: lack of a developed securities market, the undeveloped state of 


10. Capital Supplements debate, cols. 2631-2635. I did not have access to Mr. Wilson’s 
eother reference in the Sfraits Times. 


11. col. 2634 (italics supplied). 
12. p.24. 


the Malayan money market (especially for treasury bills), and inadequacy of 
financial institutions designed to channel funds into small-scale enterprise in 
agriculture or industry. He concludes by commenting:® 


“Thus we suffer in Malaya from the paradoxical situation that whilst 
capital is in short supply locally, very substantial funds have been invested 
in London and other centres”. 


There are few indeed who would disagree with Mr. Sherwood’s listing of the 
inadequacies of the Malayan money market or indeed with the need to correct 
any of the other deficiencies mentioned. However, it does not follow that these 
are the consequences of the sterling-exchange standard; it simple presents a sound 
case for a central bank. 


These two questions should surely be kept distinct. The sterling-exchange 
standard with or without 100% reserves can exist with or without a central bank. 
The elimination of the Currency Board and the transfer of its powers to a central 
bank does not of itself alter the basis of the currency system. But the change 
is significant nevertheless, for the Currency Board personifies a passive monetary 
policy. The change from board to bank may be an admission that under the 
Board’s administration of the sterling-exchange standard, development of a money 
market or administration cf monetary policies was impractical. It is not 
necessarily an indictment of the standard itself, nor does it prove that the poten- 
tials of the currency-board system were fully or properly exploited. 


The existence of sterling balances is only in part a result of the sterling- 
exchange standard; in part it is a reflection of colonial economic policy in all its 
phases. There is no argument over the present excessiveness of the reserve require- 
ments for the currency, yet in its historical context, the policy of 100-110% 
reserves was a sound one, and, as long as there are other sterling balances which 
could be utilized, it is difficult to consider the existence of the currency reserves as 
a positive hindrance to economic development — although the day may soon come 
when such a charge could legitimately be made. 


Judging from the report on economic planning and the relevant council 
debates, Malaya is certainly not ‘suffering’ from the existence of large sterling 
balances. The problem as presented in these sources is that the sterling balances 
are too small and other means of financing the government’s capital expenditure 
plan have to be found. Criticism should not be directed at the existence of 
sterling balances but rather, if criticism is in order at all, on the pace of develop- 
ment expenditure or the slowness with which post-war colonial administrations 
caught the planning fever. But would these criticisms be justified, given the 
post-war shortages, the lack of skilled personnel, the length of time it takes to 
make sensible plans, the interruption of the Korean War, and the coming of 
political regimes which had to re-examine the plans of the previous administration? 
To the extent that the balances are the result of an anti-inflationary fiscal policy, 
do not the arguments against their existence run counter to the arguments 
decrying the instability of the Malayan economy? 


Nene of these comments should be interpreted as a reflection of an advocacy 
of the status quo. These points should be made not simple to satisfy my concern 
as an economic historian for keeping the record straight, but because misdirected 
criticism of the previous system can place false hopes or cause the advocacy of 
wrong policies for the new system. And it is this new system which must now 
be considered. 


13. pp. 24-25. There is an extensvie bibliography on the problem of sterling balances. 
See, e.g. the bibliography in my Money in British East Asia. Reference might also be made to 
Ida Greaves’ review of P. W. Bell, The Sterling Area in the Postwar World (London, O.U.P., 
1956), in the Economic Journal, LXVIII, December 1957, 721-3. 
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Ill 


As with the old, in fact present, monetary system, discussion should focus 
on two basic problems on the Malayan economy, planning and instability. Here, 
it seems to me, Mr. Sherwood is on very sound ground, and the omissions of the 
existing system, whatever their cause, are worth serious consideration. 


The objectives of the Central Bank of Malaya, he says, should be twofold. 
First, with respect to instability:* 


“It should be an institution which, whilst maintaining the external 
stability of Malayan currency, will exercise monetary restraint in internal 
fluctuations; and in as far as the present conditions of our monetary system 
make such restraint exceedingly difficult, it must try to change the institu- 
tional framework so as to be able to achieve greater control”. 


Mr. Sherwood follows this statement at a later point with a discussion of the ways 
by which a central bank can control credit expansion and at several points he 
takes issue with the Watson-Caine report. In fact, his description is so clear 
that I find it difficult to accept his comment on the exceeding difficulty of control 
within the present monetary system. That is, if Mr. Sherwood places the stress 
he indicates on the external stability of the Malayan currency, it is difficult to see 
at this stage any basic currency reform which would at the same time maintain 
that stability and make monetary control any easier than it seems it will be once 
the central bank is established. 


There is an important policy consideration embedded in the above quotation. 
What is the relationship of the central bank and the government to be? Here 
Mr. Sherwood suggests that the bank should not take the monetary system as a 
given quantity but should actively seek to reform it where this is necessary to 
facilitate monetary control. But, we have suggested elsewhere, there are more 
important questions than monetary control involved, and it would be safe to 
assume that the enthusiasm of the central bank for an extension of its powers 
should not be allowed to overshadow other aspects of the problem. At another 
point, Mr. Sherwood feels that the central bank should be subject eventually 
to the government in any policy clash but he approves of the Watson-Caine 
restrictions on direct lending to the government.’ 


The central bank will, it is to be hoped, contain the best talents available in 
the field of monetary problems; but even then, experience has shown both that 
these experts are not always correct and that even if they are in the strictly 
economic sector other factors must sometimes override. Thus it is inevitable, 
given the present role of the government in the economy, that the central bank 
will become subject to the government. That being the case the government 
will have a powerful tool for economic good or ill, and the government of the 
day may not always be directed by cool, clear, economically sound minds. There- 
fore, having pointed out the logic of subjection, Mr. Sherwood, like so many of 
us, is forced to approve safeguards which the government of the day cannot too 
easily overthrow. 


What he appears to be seeking is a compromise between the nineteenth- 
century independence of the Bank of England and the utter dependence of such 
institutions as the old Central Bank of China. There are two stages to the 
problem of control. In the first place, the central bank, if it is to function as 
such, must have certain discretionary areas of operation, but beyond these it must 
obtain government approval. In the second place, there is the implication that 
even the government should not grant powers to change beyond certain clearly- 


14. p.25. 
15. Sherwood, p. 33. 
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defined limits without clearly expressing its intention to do so and stating the 
reasons. ‘The second line of caution is required because of the existence of the 
first. The directors of the central bank may never find themselves in the heroic 
position of saying ‘No’ to a government request for further credits,!° because 
direct lending is forbidden, yet the government could circumvent this at its own 
discretion and force the central bank into compliance. , 


There is, then, no protection against the government in the age of democracy, 
because the government is representative of citizens whose stake in the economy 
must be considered to be equal. Politicians who have just achieved Merdeka will 
find it difficult to support any view which holds that they should be restrained 
from exercising the mandate. And I would not argue with this, but I would 
point out that despite this overridding political conviction, there is the feeling, 
expressed by many in various ways, that there are fields of policy, both political 
and economic, which should be protected from the hasty reform of their elected 
representatives. !* 


Based upon observation of the experience of central banks constituted in the 
age of democracy, the conclusion might be drawn that these banks have become 
the instruments of inflationary finance for improvident governments. Such need 
not be the case in Malaya and under the present administration in the Federation 
undoubtedly will not, for rarely has any nation been launched into freedom with 
more experienced and conservative financial leadership. Nevertheless the-lurking 
suspicions can be detected in many of the provisions and suggestions for post- 
Merdeka monetary reform and cannot help but color the suggestions of economists. 


Mr. Sherwood’s second objective for the central bank is that—t® 


“Tt should be an institution which will play a vital role in helping to 
provide finance for economic development to the two Governments as well 
as, indirectly, to private enterprise”. 


It is not altogether clear how this is to be done. Indirectly, the central bank 
should be of great help in the development of the country, although not always 
in helping to provide finance for it. The central bank will contain experts and 
these will, as usual, write reports and make recommendations. The experts may 
sit on the boards of development corporations and take part in the planning 
operations of the state. These are non-monetary but valuable services. 


The central bank will cause the fuller utilization of capital by assisting in 
the development cf a money market and short-term funds which now are sent to 
London can then be employed locally. To the extent that this expands the 
portion of the non-funded debt of the Federation and to the extent that the 
currency reserve minimum is lessened, to that extent the central bank will directly 
provide funds for development. However, if the growth of a money market is 
seen as a potential stabilizing tool, its use in this direction may conflict with its 
use as a source of limited amounts of temporary development funds. The goals 


16. One episode may be recalled. In August 1923, the Reichsbank informed the German 
government that, after the close of the year, it would no longer discount Treasury Bills. ‘It is 
the historic service of the Board of the Rentenbank to the country that at its sitting on 
December 20, 1923, it declined the request . . . .and thereby strengthened the compulsion of 
the Reich to stabilize its Budget by its own efforts’. Hjalmar Schacht, The Stabilization of the 
Mark (London, 1927), p.119. Is there today a central bank with the power to make such a 
decision? 

17. The theme that the protection of the interests of the people should be vested without 
recourse in the elected parliament would appear to be unsound, else the establishment of consti- 
tutions would be somewhat superfluous. Historical evidence would tend to support the position 
that the legislatures of free peoples are on occasion given to hasty decisions and have been known 
to destroy themselves. 
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will have to be defined, for they are not always compatible. The central bank 
may contribute to an atmosphere more conducive to the employment of funds in 
the domestic economy both through its securities policy and through the use of 
its experts as advisers to the government. It would be wrong to underestimate 
the importance of this. 


However, capital for the development of Malaya will not come from or 
through the agency of the central bank — except to the extent that the bank 
eventually accumulates large reserves. The central bank may rationalize the 
government’s reserve policy and thus release certain sterling balances for planning 
uses, but this is a once-for-all release. Thereafter the role of the bank will be 
more indirect, and its direct functions should be more concerned with the un- 
settling effects of income instability than with the provision of long-range finance. 


The problem in Malaya is not a simple shortage of capital. The government's 
plan strains the real resources of the country — and it is proper that it should. 
While the problems of financing such a plan are not easy, they have been, or 
appear to have been, surmounted. In the private sector there are still available 
resources which could be turned to industrial purposes; the question relevant to 
the problem of Malayan economic development is, will these resources be so used? 


The answer does not depend upon the existence or non-existence of certain 
financial refinements. The industrial development in Hong Kong has not required 
the creation of a local money market. The industrial revolution in the United 
Kingdom preceded many of the monetary refinements we now associate with 
London, although the banking and credit system was highly developed. Typically, 
in the British case, funds for industrialization did not come directly from the old 
trading class, although they continued to finance the movement of raw materials 
and finished products. The fixed capital was supplied from new sources, not the 
least of which was the surplus of the agricultural sector. 


It is for these reasons that attention has been focused to such a large extent 
upon studies in entrepreneurial history. More is needed than capital, more than 
a developed banking system if the country is to be developed. The man willing 
to take the risk is usually not concerned with such minor monetary considerations, 
with fluctuations within the economy, but with the driving sense of creation 
and, through creation, the accumulation of profits. It is not certain which of 
these major categories has the priority. 


All the factors generally considered favorable to economic development are, 
no doubt, favorable. But the essential fact of history is simply that development 
has taken place without many of these favorable conditions having been present 
and has failed to take place when all of them seemed to exist. 


Mr. Wilson describes my attitude to the proposal to set up a central bank 
as ‘lukewarm’. Certainly, this was true during the period of colonial adminis- 
tration, given its planning context. A central bank has come, however, to be 
considered a necessary instrument of economic independence, and in a sense this is 
true. My current lukewarmness is reserved for those who suppose the central 
bank can and should effect basic changes in the Malayan economy. This is not 
to minimize its usefulness or to assign it the negative role of inflating the mone- 
tary ego of a new nation. The central bank should make a positive contribution 
both to the preservation of economic stability and economic development. There 
is only need for caution in the thought that it can be a powerful tool capable of 
causing government-produced inflation and undermining confidence to the extent 
that foreign and domestic capital investment will be discouraged. These are not 
the idle speculations of a conservative nor do they seem to be probable in the 
Malayan context, but they have been the consequence of unwise central banking 
policies in other countries. 
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Important as are the normal functions of a central bank, the one planned 
for the Federation and Singapore by the Watson-Caine report includes another 
perhaps more important function:!® 


“In a common central bank may be found the most effeetive focus of 
thinking for the Malayan economy as a whole, a center in which the Fede- 
ration and Singapore can be brought together in relation to many issues of 
economic policy which, although they involve monetary questions, go far 
beyond them”. 


This function, Mr. Sherwood writes, is being endangered by the too conservative 
approach of the Watson-Caine report to the problems of central banking. The 
conservative approach is felt to be more appropriate to Singapore than to the 
developing Federation of Malaya. Mr. Sherwood appears to be voicing the opinion 
of others, rather than his own, for he stands squarely with those who urge a single 
bank for Malaya. 


The objection appears to have been made that the central bank’s eschewing 
of strong monetary control makes its provisions more favorable to Singapore than 
to the Federation. The argument is that strong controls would hinder the 
freedom of Singapore’s entrep6t port and the operations of her banks. The whole 
argument appears false on two counts. First, no evidence has been presented to 
show that a strong monetary policy would benefit the Federation or, in fact, that 
Singapore’s development plans require in any way a different sort of monetary 
handling. Second, the argument in a sense begs the question in that it assumes 
_ that Singapore’s banks are not the Federation’s, that Singapore’s prosperity is not 
the Federation’s, that the fluctuations experienced in the Federation are not 
experienced in Singapore. 


It would seem more likely that opinion in the Federation favoring a separate 
central bank is based upon a general desire to be independent of Singapore in the 
economic sphere as well as in the political and racial spheres. There is obviously 
no economic argument relevant to counter this. But is the split between the two 
territories as yet so great that this argument must be accepted as reflecting the 
real political situation? Events are changing in the area and surely the Malayan 
vision should be expanded to include British Borneo — and possibly other 
territories — rather than being contracted within. However, this takes us far 


afield. 


If the Malayan economy is considered as a single economy with a reasonable 
degree of free economic movement between the two territories, then the policy 
of the central bank can safely be applied to both territories. If the Federation 
wishes to develop on its own, duplicating where necessary the economic facilities 
of Singapore, then it is too much to expect that a central bank can cause a reunion. 
Thus the function prescribed by the International Bank Mission is too ambitious. 
The two territories must be together on the political and planning sphere; they 
cannot be forced together at the monetary level. If the other sectors of the 
economy are coordinated, there is no reason to suppose that a common monetary 
policy will bring anything but advantage to both territories. 


IV 


For those who are not particularly concerned with comments on Mr. Wilson’s 
review article of my monetary study, I have placed them last, giving these very 
sensible readers warning that I have nothing else to say. To assist those who do 


continue these notes, I have arranged my comments in the same order as has 
Mr. Wilson. 


19, International Bank Mission, Report on the Economic Development of Malaya, Singapore, 
1955, p. 168, and Sherwood, pp. 33-34. 
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First, Mr. Wilson is to be congratulated for providing the statistical material 
in a form more useful to the student of the Malayan currency system. As to the 
format, I had no control over this. Publication by the Colonial Office meant 
economy of production but at that stage of the proceedings it also meant speed 
of publication, and events were moving rapidly. 


Mr. Wilson refers to a 1954 decision of the Secretary of State with reference 
to the investment policy of the currency fund.?° This permitted, surely, invest- 
ment by currency boards in the sterling securities of the participating govern- 
ments; and it is not clear that this policy change in itself gave authority for the 
Currency Board to make changes contrary to the provisions of the Currency 
Agreement. In any case, the Board had just made a switch to long-run invest- 
ment at a capital loss and could not be expected to take advantage of the change 
in policy. Had the purchase of dollar securities been authorized, other sections 
of the Currency Agreement would have had to be rewritten, and then an analysis 
could have been made along the lines suggested by Mr. Wilson. 


The method of explaining the causes of expansion or contraction of the 
money supply should, it seems to me, be related to the task of monetary policy. 
For this purpose, the ‘balance sheet approach’ would appear to be most useful.?? 
The money supply is what it is because of certain changes in one or more of the 
items in the balance sheet, and if there is a desire to change this money supply, 
attention must be focused on each of the single items. It is true that the size 
of the money supply is affected by the balance of payments surplus, but this does 
not appear helpful for this particular purpose. First of all, the statistics are 
inadequate to determine the exact nature of the balance of payments. Secondly, 
the balance of payments is itself a balance sheet which is composed of a series of 
individual items subject to policy direction. The other items — increase in local 
earning assets of banks, repatriation of sterling funds by governments, private 
capital inflow — are all capable of being examined through items in the funda- 
mental monetary equation. 


The size of the money supply is determined by the size of those items on the 
right-hand side of the monetary equation.** Each of these items has a whole 
economic story behind it and a whole series of policy questions can be asked about 
it. The setting up of the equation is simply the first step, but logical pursuit 
of the determinants of each of the terms of the equation appears to me to be the 
best approach to determining the targets of monetary policy. There are other 
and better ways of discussing national income problems, which certainly are 
fundamental in matters of monetary policy, but my study did not intend either 
to range so far afield or to be a complete study of the Malayan economy. 


The events of 1956-57 would appear to bear out my contention that monetary 
policy is possible under the colonial sterling-exchange system.*? Banks found — 
their advances expanding and their sterling reserves contracting, not because of 
factors within the Malayan economy itself but precisely because the government 
moved funds to London in response to the higher interest rates there. Thus my 
statement that the response coefficient of the banks is less than one is not 
invalidated; the banks did not find themselves in an overextended position because 
of their own policies but because of the government financial (not monetary) 


policy. 


20. p.54. 

21. Wiison, pp. 59-61. Cf. my pp. 62-75. 

22. My p. 64, equation (vi). 

23. Wilson, p. 62. Cf. my pp. 76-80, and the debates on the capital supplements cited. 


40 


Finally, I would not wish to argue with Mr. Wilson’s section V.24 My 
original proposition referred only to the immediate effects and I am not certain 
that the point in so limited a context was really worth making. However, the 
argument that the Malayan dollar is not merely sterling in a different denomination 
is based upon more important arguments, i.e. that the transfer of ‘funds between 
the two areas is in practice regarded quite differently from transfers between two 
cities in the United Kingdom, and secondly there is an exchange risk involved. 
The Malayan dollar has its own demand and supply curves independent, within 
certain limits, of those for pounds sterling. The point is made in answer to those 
who consider that the colonial monetary systems can be dismissed by referring 
to them as extensions of the monetary system of the United Kingdom. 


The link between the United Kingdom and the Malayan monetary system 
is very close and the banks of Malaya are very sensitive to changes in the London 
money market. Under the present system it has proved impossible to isolate 
Malaya from the influences of this market, and changes in interest rates in London 
cannot long be withstood in the Federation and Singapore. This situation has 
not come under serious attack as yet because the Malayan governments have not 
hhad their domestic financing plans disturbed by the pressures of London. 


Local reserve requirements set by the central bank might insure the presence 
of sufficient funds in Malaya to meet the ordinary short-term borrowing require- 
ments of Malaya, despite changes in London interest rates. But changes in 
London reflect, after all, the situation in a market in which Malaya is directly 
involved and will continue to be directly involved — to her advantage. One 
‘could consider the forced raising of Malayan interest rates in response to London 
as a lessening of the advantage of the close connection rather than as a dis- 
advantage. For it will be some time before purely Malayan sources will be able 
to provide the country with the needed short-term capital, and the London link 
forces rates of the all-important usuance bills down to the London level, one 
normally below that which would otherwise prevail in Singapore. 


Vv 


Almost two years have passed since the publication of the Watson-Caine 
report. During that time much local lip-service has been paid to the need for a 
central bank or banks and for the appointment of central banking advisers. But 
as no published information is available, it is impossible for an economist outside 
Malaya to write an account of the monetary problems of the country which could 
take into consideration the latest feelings and sentiments — both governmental 
and business — on this important subject, and, consequently, the monetary 
system. Speculation is profitless. 


Therefore the outside observer is left merely to comment on certain aspects 
of the system as it presently manifests itself, to discuss old problems, and to 
reconsider old arguments. He can note in passing, however, that the currency- 
board system seems to continue to work under conditions of Merdeka, that 
planning in the limited Malayan sense is possible within its context, and that real 
independence does not appear in itself to require the uneconomic sacrifices of a 
completely independent monetary system. He can note also that as time goes 
by the political realities may force two formally integrated economies farther 
apart despite the obvious economic loss to both territories. Such a drift is as 
easy to understand as it is disappointing to witness. 


24. pp. 64-66. 
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PLANNING FOR AN EXPANDING ECONOMY 
A Review Article 


By U Tun War 


This important book on planning? should be read carefully by all students of 
the problems of underdeveloped countries. Despite its title, the book is analytical, 
deals with the logic and foundations of the economics of underdeveloped countries, 
and might well have been titled “A Theory of Economic Growth”. 


The book is in two parts. The first part is devoted to a critical analysis of 
the functioning of the Indian economy during the period of the First Five-Year 
Plan (1951/52 to 1955/56), and also of the economic logic underlying the 
Second Five-Year Plan. The second part of the book is devoted to developing 
a theory of economic growth applicable to such underdeveloped countries as India 
so that an alternative approach to planning can be utilized. 


The authors conclude that the Planning Commission in India have been 
unduly influenced by the current literature on developmental economics prevalent 
in the West, which is claimed to be unsuitable for formulating plans in under- 
developed countries. More specifically, it is alleged that the Indian planners 
have used models of savings, investment and growth as presented by such econo- 
mists as Harrod and Domar. The authors in offering their alternative approach, 
which is studied later in this article, have claimed that it is mutually exclusive 
with the approach contained in the Second Five-Year Plan. It is hoped that this 
review article will be able to shed some light on this question so that planners in 
underdeveloped countries may consider and decide which type of planning 
should be adopted. 


le CRITIQUE OF THE APPROACH 
USED BY THE INDIAN PLANNING COMMISSION 


The authors’ assessment of the approach used by the Indian Planning Com- © 
mission may be divided into the analysis of the basic logic, the lessons to be learnt 
from the performance of the Indian economy during the First Five-Year Plan, © 
and the assumptions and errors made by the Indian planners in estimating the 


targets for resources, income, employment, and growth during the Second Five- 
Year Plan. 


The Logic of the Approach Used by the Indian Planners 


The basic logic underlying the approach used by the Indian Planning Com- 
mission is given by the authors on pages xvili-xx and pages 44-50. Briefly 
stated, the prevalence of mass disguised unemployment and a low standard of 
living is due to a shortage of fixed capital other than land, namely, machinery, 
plant and tools. Economic development can be brought about only through 


= 


U Tun Wai is a member of the staff of the International Monetary Fund. Opinions ex— 
pressed are those of the author and do not necessarily reflect the views of the Fund. 

1. Planning for an Expanding Economy — Accumulation, Employment and Technical Pro- 
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‘increasing the supply of fixed capital, and thus raising the average productivity 
of workers. In order to do this, the economy will have to undergo austerity to 
divert resources from the production of consumer goods to capital goods. The 
degree of austerity can, however, be reduced by using the large supply of labor 
to produce consumer goods by small-scale and cottage-industry> methods. In 
other words, labor-intensive methods of production should be used wherever 
possible in order to reduce the overall capital-output ratio. 


The authors allege that the Indian Planning Commission, by the above line 
of approach, imply that the cumulative process (presumably of growth) can be 
initiated without raising the rate of employment in investment above the rate of 
increase in population. This seems to be a misleading conclusion as the Indian 
planners are aware of the necessity of increasing the rate of employment above 
the increase in population. The only reason why the increase in employment 
targets in the Second Five-Year Plan is about the same as the expected increase in 
labor force is that there was a greater need (felt by the planners) for emphasis 
on capital goods industries to provide the basic overhead capital for further growth 
in subsequent periods. The Indian planners are undoubtedly aware that capital 
formation and employment are interrelated. 


The model of economic growth used by the planners is that income will 
grow in relation to the amount of investment and the capital-output ratio. 
The rate of growth of income can thus be derived by multiplying the ratio 
of savings or investment to income by a coefficient” which is the inverse of the 
capital-output ratio. For example, if the capital-output ratio is 3 to 1 and the 
economy’s propensity to save and invest is 5 per cent of national income, then 
the rate of growth will be 1/3 of 5 per cent or 1.67 per cent per annum. 


The authors criticise this approach on the grounds that it has led the autho- 
rities to make the plans on the shaky foundation of the assumed capacity of the 
economy to raise the investment rate. More specifically, the authors allege that 
the targets for growth in income were first determined at levels desired by the 
planners. Then, with the assumption that the capital-output ratio in the Second 
Five-Year Plan would be the same as the results of the First Five-Year Plan, 
investment requirements were calculated. It is further alleged that, having 
obtained these investment targets, the planners assume it will be possible for the 
economy to make the necessary savings out of the increase in income which will 
follow from larger investment. 


In assessing the criticism made by the authors, we should distinguish care- 
fully between comments on the logic, the assumptions used to give concreteness to 
the planned targets, and the errors in making estimates. Many of the errors of 
the planners in using the growth model have arisen from relying too heavily on 
the experience of the Indian economy during the First Five-Year Plan and pro- 
jecting this experience for likely performance during the Second Five-Year Plan. 
While we agree with the authors that the overall and individual targets are not 
constructed on sound statistical basis (details below), this does not make the 
growth model illogical. It is true that the planners first determined the desired 
rate of growth, but this choice was made from a large number of desirable rates 
of growth. The point is that the growth model can provide a large number of 
possibilities depending upon the capital-output ratio and the savings potential of 
the economy at different levels of income. Presumably the planners chose their 
target of growth of income of 25 per cent in five years after making certain 
assumptions and calculations. The fact that there were errors in estimates and 
assumptions regarding the capital-output ratio or the likely level of savings out 
of income, merely means that the target of an increase in national income of 25 


2. The authors call this the average productivity of capital (see p.49), which is not the 
usual usage of the term. 
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‘per cent over five years will not be realised. It does not mean that the logic was 
inconsistent. It simply means that the planners were not realistic in their 
estimates. 


Another example of how the authors confuse the logic of the approach 
used by the Indian Planning Commission with the manner in which the growth 
model has been used can be seen from the following excerpt:- “If the logic 
underlying the Second Plan is correct, it should be possible to achieve the targets 
contained therein. The level of income at the end of the Second Plan should be 
25 per cent above that in the beginning of the Plan. All the additions to the 
work-force should be absorbed. There should be no increase in the price level. 
‘There should be no shortages in regard to the marketable surplus of wage-goods. 
In fact, beyond a certain measure of forced savings, there should be no frictions 
and imbalances” (p. xxix). 


The logic of the Indian Planning Commission’s approach cannot be judged 
by the performance of the economy, which is dependent upon so many other 
factors besides the investment program of the Second Five-Year Plan. Further- 
more, it is the assumption with regard to the capital-output ratio, etc., which may 
‘be at fault rather than the logic of the approach. 


Experience of the First Five-Year Plan and Targets in the Second Plan 


During the First Five-Year Plan, the national income was exepected to 
increase by 13 per cent but the actual increase was about 18 per cent. Similarly, 
the output of foodgrains increased by 11 million tons, as against a planned increase 
of about 744 million tons. The targets for increase in production in most 
industries were exceeded, but in the case of steel and cement actual output at the 
end of the Plan was slightly less than the target. Actual performance in most 
sectors was better than the Plan because of windfall factors such as favorable 
weather. 


The authors feel that the targets set during the First Five-Year Plan were 
.on the low side in relation to possibilities. This view can be expressed after the 
event, because the general consensus of opinion at the time of the adoption of the 
First Five-Year Plan was that there would be inflationary pressures and doubts 
were expressed as to whether the targets would be achieved. They also contend 
that the planners did not take advantage of the “food surpluses” during the years 
of good weather to step up the level of economic efforts and output “by appro- 
priate investment and organizational efforts during the periods”. It is hard to 
visualise how this can be done effectively because windfall factors, as they admit, 
are such that “it is difficult to make any accurate forecast about the extent of 
their impacts and their timings” (p. 3). 


As regards employment, the problem of open unemployment was not serious 
at the beginning of the First Five-Year Plan and, therefore, did not receive much 
attention. Furthermore, there were hardly any statistics available at the time, 
and even now too much reliance cannot be placed upon such estimates. During 
the course of the First Five-Year Plan, the question of unemployment assumed 
greater importance partly because a larger proportion of the labor force was being 
registered on the Employment Exchanges, partly because the proportion of the 
labor force to population was increasing and partly because some of the disguised 
unemployed were becoming openly unemployed with greater urbanization. 


The Planning Commission estimate that during the First Plan, the rate of 
growth of employment lagged behind the rate of growth of investment. The 
authors contend that this is not a sufficient explanation for the unemployment 
situation which was due to the increase in capital intensity of investment projects 
and unutilized opportunities for increasing income and employment. Owing to 
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the unreliability of the statistics, it is difficult to judge the relative merits of the 
official explanation and that given by the authors. 


The authors in analysing the economy during the First Plan point to the 
phenomena of excess capacity in a large number of industries. They have com- 
piled a table (on page 23) showing “Number of Industries Classified According to 
Utilisation of Capacity”. They conclude that “. . . the table brings out the 
important fact that in both 1952 and 1953, nearly half the number of industries 
worked at a level of utilisation which was less than 50 per cent of their capacity. 
‘The position improved somewhat in 1954”. The implication the authors wish to 
make is that since there is excess capacity in the industrial sector, the greater 
emphasis placed in the Second Five-Year Plan on the creation of more industrial 
Capacity is unnecessary and that development is not brought about merely by 
«creating capacity. 


While the authors have made a theoretical point, it is not clear that they have 
adequate facts. The peculiar nature of the table is that in all the years presented, 
1946-54, a large number of industries were working at less than 50 per cent of 
their capacity. Even as early as 1946, when one would have thought that there 
would be nearly full utilization of capacity because of the war and as the invest- 
ment program had not started, the table shows that 45 per cent of the number of 
industries were working at less than 50 per cent of their capacity. This leads 
one to believe that the figures in the table are not too reliable and therefore 
the authors’ point is not convincing. 


The objectives of the Second Five-Year Plan include a sizeable increase in 
the national income to raise the standard of living, rapid industrialization. with 
emphasis on the development of basic and heavy industries, large expansion of 
employment opportunities, and a reduction of inequalities in income and wealth. 
The Second Plan provides for an increase in national income in real terms of 
about 25 per cent during the five years or about 5 per cent per year. The 
planned expenditure of the government sector over the five years is Rs.48,000 
million as compared with Rs.23,560 million during the First Plan. 


The emphasis on basic and heavy industries can be seen in the relative increase 
in proposed expenditure on transport and communications from 24 to 29 per cent 
of the total, and that on industry and minerals from 7 to 19 per cent. There has 
been a reduction in the proportion of expenditure devoted to agriculture, commu- 
nity development, irrigation and flood control, from 33 per cent of total in the 
First Plan to 21 per cent in the Second Plan. The Planning Commission envisage 
that the planned expenditure will lead to an increase in employment of about 8 
million persons in the non-agricultural sector and about 2 million persons in the 
agricultural sector. Since the estimate of the new entrants to the labor force 
during the second five-year period is 3.8 million persons in the urban areas and 
6.2 million in the rural areas, the increase in employment is expected to approxi- 
mately keep up with the rate of growth of the labor force only. The backlog 
of unemployment of about 5.3 million persons would remain more or less un- 
touched. 


The authors make an important contribution in showing that the income, 
employment, and output targets are not likely to be achieved. They also demon- 
strate that the resources listed by the Indian planners are based upon optimistic 
assumptions. We shall concern ourselves only with some aspects of the income 
and employment targets. The difficulties encountered by the Indian planners 
during the first two years of the Second Plan and the inflationary pressures which 
have emerged in India have confirmed the general point made by the authors that 
the Indian planners have not been realistic in their targets. 
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The Indian planners have implicitly assumed that the capital-output ratio 
during the Second Five-Year Plan will be about the same as the observed result 
of the First Five-Year Plan which is 2.2:1.2 The authors feel that this was a 
grave error (see pages 50-60). Apart from the other considerations discussed by 
the authors, two important facts are sufficient to show that the Indian planners. 
were probably incorrect in this respect. Firstly, the increase in the national income 
during the First Five-Year Plan of 18 per cent as against a planned target of 13 
per cent was largely due to windfall gains such as unprecedented bumper crops. 
Therefore, the statistically observable capital-output ratio during the first five- 
year period is bound to be larger than the true theoretical capital-output ratio of 
the increase in the stock of capital during the First Plan. 


Secondly, the composition of the investment during the Second Plan is such 
that more emphasis has been placed upon capital-intensive industries to create 
basic overhead capital. In the First Plan, a greater amount of investment was. 
devoted to agriculture and other quick-yielding projects. Therefore, it is obvious. 
that the same capital-output ratio cannot be assumed for the Second Plan as 
resulted in the First Plan. 


The authors estimate that the true capital-output ratio in the Second Plan 

is 5.1:1 (p. 75). One possibility for the statistical result of the Second Plan to: 

ave a lower capital-output ratio than the one estimated by the authors is that 

certain projects which were in the construction stage during the First Plan will 
begin to bear fruit during the period of the Second Plan. 


With reference to the employment target in the Second Five-Year Plan, the 
Indian planners, as pointed out by the authors, have made a mistake in assuming, 
that employment will increase relatively to the increase in investment in the same 
way as during the First Plan. The investment during the Second Five-Year Plan 
period is about double that of the first five-year period, and consequently the 
planners assume that employment in the non-agricultural sector during the Second 
Plan would increase by 8 million persons as against an increase of 4 million persons 
in the First Plan. Here again, since investment during the Second Five-Year Plan 
is more capital-intensive, it means that the investment-employment ratio should 
be larger. The authors estimate that not more than 4 million jobs will be created 
in the non-agricultural sector as a result of the investment program in the Second 
Plan (pp. 129-130). While it is difficult to judge which estimate will be more 
accurate because of unreliable statistics, it seems hard to believe that the addition 
to non-agricultural employment will be as low as that suggested by the authors. 


Il. THE ALTERNATIVE APPROACH 


The authors have attempted to develop an alternative approach which they 
feel should be used for development planning in underdeveloped countries. Their 
dissatisfaction with the existing theories of economic growth, beginning with that 
of the classical economists, stems from the féeling that these theories were deve- 
loped to meet problems and conditions quite different from those prevailing in 
underdeveloped countries at present. 


The basic difference between the underdeveloped countries in the present-day 
world and developed countries before they were developed is the existence of 
disguised unemployment in the former. The authors feel that when economics 
was developed as a science, the present-day developed economies had already solved 
the problem of disguised unemployment. They express the view that “Economies 
with mass disguised unemployment and a low standard of living can be classified 


3. This figure was used in the ‘Draft Outline’ and revised very slightly to 2.3:1 in the 
‘Final’ Plan, 
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as falling into the category of the pre-Ricardian system. Then comes Ricardo 
will full employment and a fairly low level of real wages. Then comes Marshall 
with full employment and rising standards of living. After this comes the long 
transition to Keynes, with the economy now being susceptible to settle down in 
a state of chronic underemployment equilibrium. The Marxian system, rightly 
conceived, should come after this, as capitalism is tending to wither away, but 
there are substantial differences in the content of the world, inasmuch as the level 
of wages is rising and hence, the possibility of a cataclysmic revolution is ruled 
out” (p. 396). 


The Logic of the Alternative Approach 


Their model of economic growth stems from their analysis of why under- 
‘developed countries have not developed and are generally stagnating. Their 
analysis is that there is disguised unemployment because the low rate of capital 
accumulation and the employment opportunities afforded by it are much smaller 
than the rate of increase in population. The disguised unemployed are a drag on 
the economy as they consume but do not produce, and this therefore makes it 
impossible for the economy to have surplus wage-goods with which to keep the 
economy functioning during the period of capital accumulation. 


The authors make a distinction between unemployed and employable units. 
‘The disguised and openly unemployed become employable units only when the 
deficiency of wage-goods (real liquid capital), which is responsible for unemploy- 
ment, is made good by increasing the output of such goods (p. 218). According 
to them “the unemployment in an underdeveloped economy emerges on account 
of the disequilibrium between the surplus of employable units measured in terms 


' of wage-goods and the demand for the former measured in terms of the potentially 


available surplus of work-force. The deficiency between the two is the critjcal 
wage-goods gap” (p. 211)- 


Their analysis of economic growth can also be seen from their view that 
when the rate of growth of employment in investment is equal to the population 
rate, the economy is operating in the stagnation orbit; when the growth in 
employment is less than the popuation rate, the economy is operating within the 
regression orbit; and it is only when the growth in employment is faster than the 
population rate that the economy is operating within the cumulative growth 
orbit (see page xxvi). 


Their model of growth is given on pages xxiv-xxvili, 188-189, 215-216, 
227-251, 262-266, 313-314 and 361-363. From their reasoning as to why 
underdeveloped economies are stagnating, their model naturally is one whereby 
employment in investment has to increase at a higher rate than population. This 
is to be achieved by producing first the wage-goods to fill the “wage-goods gap”, 
and by transferring disguised unemployed workers to produce investment goods. 
‘The economy will then develop cumulatively, because the income generated by the 
production of wage-goods and the increase in consumption will cause investment 
and output to expand through the consumption multiplier. The consumption 
multiplier is the ratio of the increase in output or the supply of wage-goods finally 
made available to the initial increase in wage-goods procured through a forced 
reduction in consumption standards (p. 215). It depends upon the difference 
between the real wage unit and the average consumption of the disguised un- 
employed who are now able to obtain employment. The smaller this difference, 
the larger the consumption multiplier. 


The amount of capital accumulation induced by the increase in supply of 
wage-goods is determined by the “accumulation coefficient” which is the product 
of the investment-net revenue ratio and the value of the consumption multiplier 
(p. 242). The “accumulation coefficient” is also known as the “relation” and 
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may be written as the increase in investment divided by the increase in consump- 
tion. The authors seem to rely quite heavily on this induced investment to afford 
sufficient employment to get the underdeveloped economy out of the stagnation 
orbit. 


Thus their model of economic growth, to operate successfully, depends upon: 
the ability of the economy to make available a sufficient quantity of wage-goods: 
to fill the wage-goods gap so that the accumulation of capital can be large enough 
to absorb the unemployed. It is doubtful whether there will be sufficient wage- 
goods to support the cumulative process because one of the assumptions of their 
model of growth is that the marginal propensity to consume of the farmers who 
are relieved of the responsibility of supporting the disguised unemployed, will be 
either zero or very small. Another implicit assumption is that the disguised 
unemployed when working in new jobs will consume the same amount as before. 
The experience of unemployed workers who joined the Army in India during the 
war indicates that consumption will increase. 


The authors envisage that the disguised unemployed will become fully 
employed in investment if only a surplus of wage-goods is available during the 
gestation period. The process of capital accumulation, however, requires not only 
labor and the wage-goods for labor to subsist during the process of production,. 
but also raw materials and capital equipment to produce investment goods. 
Therefore, it is not clear from where the resources for such investment are going 
to be available. In short, the authors in their model have taken account of part 
of the “working capital” for investment, but not of the “fixed capital”. 


According to the authors, there is no contradiction betwen technology and 
employment in their model. They advocate using capital-intensive methods of 
investment which will temporarily displace workers from employment. But they 
are confident that the economy can utilize them in other fields especially in 
investment. As we understand the logic, their resolution of the “apparent” 
contradiction between technology and employment results from planning a 
sufficiently large investment to take account not only of disguised unemployment 
and the increase in labor force, but also of technological unemployment. It is: 
not at all clear how the high level of investment is to be financed. 


The authors reject the Indian Planning Commission’s preference for labor- 
intensive projects (by using small-scale and cottage industries) on the grounds 
that capital-intensive projects are the cheapest method of production in most cases 
and labor-intensive methods are more costly. They do, however, advocate the 
use of relatively labor-intensive methods of transport and suggest the postpone- 
ment of heavy investment for expanding transport facilities. 


While they agree that external assistance in the form of fixed capital equip- 
ment and for wage-goods can supplement domestic goods, they prefer the 
importation of wage-goods on the ground that “the employment effects of such 
efforts would tend to be substantial and as employment in investment can be 
stepped up correspondingly” (page 247). A large import of consumer goods 
will allow the workers to subsist while capital may be accumulating, but it is: 
doubtful whether such imports will increase the inducement to invest; in fact it 
might lead to an increase in the marginal propensity to import and consume. 


Inducement to Invest 


The authors devote considerable attention to the capacity to invest and its: 
limitations, and the inducement to invest from an expansion in consumer demand. 
They also devote two chapters for formulating the appropriate monetary and 
credit policies, and commercial policies to encourage investment. They however 
have neglected the important question of import leakages. In a closed economy, 
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an increase in consumption will induce a considerable amount of investment. But 
the normal working of an underdeveloped economy is such that an increase in 
consumption leads to a larger import of consumer goods and a balance-of-payments 
deficit rather than increased investment. Even where the imports of consumer 
goods are restricted, the full acceleration principle does not operate because the 
machinery is imported and therefore investment cannot expand too rapidly. 


It is also curious to note their comment (on page 303) that, “Neither the 
rate of growth of employment nor the rate of accumulation should be held up on 
account of limitations in regard to the availability of foreign exchange”. This 
statement is made after a review of the factors which determine investment 
capacity. such as technical skill, managerial capacity, supply of capital goods, 
mobility of labor, and economic programming and innovation. One could make 
a comment that if there is a shortage of foreign exchange, it is an indication that 
resources are insufficient to implement the development program. 


We shall now discuss their suggestions on the appropriate monetary and 
credit policies to induce investment. The authors feel that the inducement to 
invest is essentially the question of studying the rate of interest in relation to the 
rate of profit. They allege that until recently, monetary policy was not required! 
to create the conditions necessary for a high rate of capital formation. The 
reason for this is that developed economies have not had to solve such problems. 
In fact the major problem of developed economies has been too much investment 
during booms and too little demand during depressions. 


The view that monetary policy in underdeveloped countries cannot contri- 
bute anything has also stemmed from the belief that the quantity theory of 
money is applicable in such countries. The traditional view has been that an 
increase in money supply will lead to a more or less proportionate increase in the 
price level, at least in the short run, because there is no surplus output-producing 
capacity in underdeveloped countries. It is on this basis that objections are 
raised against deficit financing for underdeveloped countries. 


The authors contend that the quantity theory of money is not applicable nor 
is the question of deficit financing and inflation as simple as pictured above. 
The existence of disguised unemployment enables the economy to expand output 
if the wage-goods gap is met and, therefore, an increase in money supply does not 
necessarily lead to an increase in prices. Furthermore, they allege that there are 
possibilities of forced savings in the sense of preventing money wages from’ 
increasing as much as prices, hoarding money or increasing cash balances, using 
stocks of goods, importing from abroad or being assisted by good weather (pages 
310-313). While it is possible for underdeveloped countries to have deficit 
financing without inflation under certain circumstances, the amount of non- 
inflationary deficit financing which an underdeveloped economy can develop is 
rather limited especially when it is attempted very often. 


In the light of their model of economic growth, they recommend that the 
new objective of monetary (and fiscal) policies should be to enable the surplus 
wage-goods to finance the investment process. Expressed in greater detail, the 
objective should be to prevent the farmer from increasing consumption when he 
has been relieved of the burden of supporting the disguised unemployed. Similarly, 
the employed workers who were disguisedly unemployed before should be dis- 
couraged from increasing their consumption. 


Towards achieving the new objective, they make many suggestions for 
improving organizational arrangements, criteria for expansion of credit and 
solutions for problems of industrial finance and rural credit. One of their 
suggestions is that farmers should be encouraged to keep their surplus income in 
bank accounts by creating confidence in banking and credit arrangements. The 
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wasteful habit of purchasing and hoarding gold and silver is to be discouraged 
through a state monopoly in the non-monetary purchase and sale and by levying 
taxes on these transactions. The supply of credit is to be linked to the availability 
of potential investment opportunities and not on welfare considerations or existing 
demand. For example, during a favorable monsoon, they feel that bank credit 
should expand in anticipation of larger output. It is not clear as to how the 
monetary authorities’ will be able to forecast a favorable monsoon. The authors 
do not also indicate the kind of monetary policy to be followed when there is a 
crop failure. 


Employment and Wage Policy 


The authors also consider the necessity for new organizational and institu- 
tional arrangements with reference to employment and wages so as to raise the 
rate of capital formation and productive employment in the short period and 
bring about a higher rate of economic growth in the long run. 


Their main recommendations regarding employment are:- (1) Utilise the 
surplus labor-time available during periods of seasonal slack in agriculture, 
(2) Reorganize the educational system so as to reduce the time taken for general 
education and technical training, (3) Quicken the pace of absorption of new 
technical changes, (4) Enter into agreements with countries having exportable 
surplus of foodgrains and other wage-goods to ensure that the economy has sufh- 
cient “liquid” capital, (5) Step up the rate of expansion of domestic output of 
wage-goods, and (6) Reduce the rate of growth of population through appropriate 
incentives. 


The last mentioned point of reducing the rate of population growth was 
mentioned only briefly. It is so important to underdeveloped countries such as 
India, that the authors should have considered the problem in greater detail. In 
countries with disguised unemployment, a lower rate of population growth would 
not affect the level of output but would increase the possibility of increasing 
savings to finance larger investment. Even with the same level of investment, 
a smaller rate of population growth will make it easier for the economy to 
increase the ratio of the stock of capital to the supply of labor. 


The authors suggest the use of small-scale and cottage-industry methods of 
production to utilize the seasonally unemployed and thus supplement the incomes 
of the farmers. They state that in order to have a large surplus of wage-goods 
(for the other sectors), the wage-rates of the seasonally employed household 
workers should be kept artificially low. They argue that this should be possible 
because equipment (to be supplied by the state) is costless to the farmers, and the 
income earned will be marginal. It should be noted, however, that the equipment 
is not costless to the economy as a whole, and their policy of keeping labor fully 
occupied may result in the under-utilization of capital. It is also not clear how 
wage-rates can be kept artificially low. 


In line with the above, the authors feel that the proper wage policy is to 
prevent wages from rising at least until the disguised unemployed have been 
absorbed. Wage increases should be permitted only after a state of full employ- 
ment has been reached. The reason for this is that, “under the economic 
conditions of underdeveloped countries, any rise in the level of real wages is at 
the cost of a higher volume of employment and of investment in the short-period, 
and a higher potential trend in investment and employment in the long-period” 
(page 375). While one can appreciate their viewpoint, it is a policy which is 


easier said than implemented. Furthermore there is, of course, the question of 


incentives and labor productivity. 
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il. CONCLUDING COMMENTS 


In this section we shall attempt to contrast the approach of the Indian 
Planning Commission and that of the authors. We shall also try to draw some 
conclusions as to the bearing of the approaches on planning economic development 
in underdeveloped countries. 


The fundamental approach of the Indian planners is that capital investment 
is needed in what is commonly known as basic overhead industries, such as trans- 
portation, fuel and power, before the economy can develop sufficient momentum 
to reduce unemployment and promote economic development. The authors how- 
ever feel that emphasis should not be placed, at least in the early stages of planning 
economic development, on investment in these basic industries which require a 
lot of capital and use very little labor. 


According to the authors, economic development should be planned in three 
broad stages. During the first stage, emphasis should be placed on producing 
wage-goods which will serve as the “working capital” so that investment can be 
increased to a multiple extent. Investment through forced and voluntary savings 
should be raised to a level which will absorb the unemployed at a rate faster than 
the rate of growth of population. When the disguised unemployment has been 
completely eradicated, the second stage will begin. During this period, emphasis 
will be placed upon the production of overhead capital with the labor force 
released from producing wage-goods by the substitution of more roundabout 
methods of production. In other words, more capital-intensive investment will 
be undertaken in the second stage. In the third stage, planning will be devoted 
to raising the standard of living of the working force by producing luxury goods 
and increasing outlays on social amenities and other welfare services. 


The basic difference then between the approach of the Indian planners and 
that of the authors seems to be the question of the amount, timing and kind of 
investment needed to promote economic development. The planners place 
emphasis on the creation of capital-intensive basic facilities immediately, and look 
forward to subsequent stages to increase the output of consumer goods more 
rapidly. The planners admit that it may be necessary to reduce consumption in 
order to finance investment. The authors, on the other hand, contend that it is 
not necessary to cut consumption. In fact it is the production of and the 
expansion of consumption of wage-goods (to fill the so-called “wage-goods gap”) 
which induces investment and causes employment to expand in a cumulative 
process. 


It seems to us that there is some truth in both approaches. On the one hand, 
one does need basic overhead capital even to service the consumer goods industries. 
On the other hand, the economy needs the wage-goods industries to utilize the 
overhead capital and encourage its further expansion. It does not seem useful 
to emphasize one approach at the expense of the other. In the long run, both 
wage-goods industries and capital-goods industries have to expand in order to 
promote economic development. The question then is which should receive 
priority during the first five-year period of planning development? 


The above question cannot be answered dogmatically for all underdeveloped 
economies. It would depend greatly upon whether the economy as a whole has 
some overhead capacity to make it worth while to investment and expand the 
output of wage-goods industries. If the economy does not have excess trans- 
portation facilities or adequate fuel supplies, then it is not possible for the wage- 
goods industries to expand. On the other hand, there is not much point in 
creating basic overhead facilities if the wage-goods industries are not going to 
materialize. | Therefore, each planning authority has to survey the existing 
situation in order to determine the type of planning best suited for the country. 
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THE PEOPLE AND THE LAND OF COMMUNIST CHINA 


By SIDNEY KLEIN* 


According to a recent statement by a Chinese economist, if the population of 
Mainland China continues to increase at its present rate, there will be almost as 
many people in that country by the year 2007 as there are in the whole world 
today. In consequence, the Communist government of China is worried about 
the problem of supplying this huge number with food. To those familiar with 
the theories of Thomas R. Malthus, this should come as no surprise. In 1798, 
Malthus wrote “An Essay on the Principle of Population as it affects the future 
improvement of Society” in which he noted: ‘Population when unchecked 
increases in a geometrical ratio. Subsistence only increases in an arithmetical 
ratio. A slight acquaintance with numbers will show the immensity of the first 
power in comparison of the second.” 


In the case of Communist China, the more important numbers are that 
according to a census taken in mid-1953, Mainland China then had a population 
of 582 million, which was increasing at the rate of 22 per thousand or about 
13 million persons per year. However, because of improvements in health 
facilities and living conditions effected since 1953, the rate of population increase 
is now believed to be 30 per thousand or over 18 mililon persons per year. The 
population of China is currently estimated at 650 million persons. With the 
population of the world now believed to be 2.7 billion persons, in effect then, 
one out of every four human beings on the planet is Chinese. 


It is no wonder then that the Chinese Communist government is stressing 
birth control among all segments of the population, organizing exhibitions and 
displays of methods and equipment, staffing clinics, and selling contraceptives. 
The concept of planned families, so alien to the sociology of the Chinese, is being 
widely propagated. The Chinese government has even taken steps to change the 
“strict rules governing induced abortion and sterilization.” 


The population problem has become a matter of grave concern to the Chinese 
because of the failure of increases in the means of subsistence to keep pace with 
the increases in the number of consumers of this subsistence. While grain pro- 
duction increased from 113.2 million tons in 1949 to over 184.0 million tons in 
1956, an increase of 63%, the population also increased by at least 20% — some 
demographers would say 40% — and in addition, increased demands for the grain 
came from industries which use the grains as raw materials. So important is 
agriculture as a source of raw materials to industry that industrial production in 
1957 was expected to show the smallest rate of increase since the Communists 
came to power in 1949, because of shortages of oil seeds and sugar beets caused 
by floods, typhoons, or drought in 1956. 


For all of the emphasis placed on industry, particularly heavy industry, by 
the Communists, China is still primarily an agricultural nation, and the success or 
failure of the population control, industrialization and other major programs 
depends basically on the more than 500 million peasants who comprise the over- 
whelming majority of the population. The Chinese Communist Party is well 
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aware of this and has been bringing pressure to bear on these peasants from two 
sides. On the one hand it is exhorting these peasants to produce more each year, 
and on the other it is urging them to consume a smaller share, of the annual 
increments to the national agricultural output. The birth control campaign in 
its broadest ‘sense is one aspect of the attempt to allocate more and more of the 
annual additions to national output to the industrial sector of the economy, rather 
than to the consumer sector. The fewer the additional individual consumers then 
the more that can be allocated to the nationalized industrial firms. 


Getting these 500 million peasants to produce more has been and still is an 
equally serious problem. The peasants of China, like peasants elsewhere, are 
extremely conservative individuals, and they have been dubious about the changes 
both in agricultural technique and in agricultural organization introduced by the 
Chinese Communists; perhaps more so about the latter than the former. Early 
in their regime, the Chinese Communists began to socialize agriculture. In 1949 
and 1950 mutual aid teams and agricultural producers’ cooperatives were organized 
in large number which were intended to bridge the gap between the traditionally 
capitalist system of private ownership of land and the collective and state farms 
so common in Soviet Russia which are the desideratum of the Chinese Communist 
Party. 


In the temporary mutual aid team the draught animals, labor, and small 
farm implements of the members were made available to one another during the 
busy planting and harvest seasons and in times of emergency only. The systems 
of counting workdays and the awarding of bonuses for especially good work 
within such teams were numerous and varied. Not so with the permanent 
mutual aid teams and the agricultural producers’ cooperatives. The permanent 
teams were organized on a year-round basis, and often combined cooperation in 
agricultural production with cooperation in rural subsidiary occupations. The 
ordinary mutual aid team activities were combined with a simple division of 
labor and other technical economic improvements. Some of the teams acquired 
property in common, such as farm implements and cattle. Practically all had 
standardized systems of dividing the fruits of their joint efforts, based on the 
principle of equal play for equal work. By mid-1953, 60% of the peasants of 
North China and 70% of the peasants of Northeast China had been organized into 
these two types of teams. In al! of China there were then more than 8.3 million 
such teams, most of them temporary in nature. 


In contrast to the more developed forms of collective agricultural organi- 
zation, the peasants in both types of mutual aid teams not only retained title to 
their land, but also received as private income the produce from their own plot 
of land. This caused conflicts within the teams among the members. Each 
member was usually primarily interested in his own land, and therefore wanted 
the entire team to work his portion of the land in the best way and under the 
most favorable conditions possible. These conflicts prepared the way for the 
next higher form of agricultural organization. The conflicts facilitated the 
adoption of an elected centralized management for each team, which was to 
decide when, where, and how the work was to be done, and the distribution of 
the resultant income. But the land was to continue to be individually owned. 


After a period of time long enough to indoctrinate the permanent type 
mutual aid team members with a desire for more of the benefits of cooperative 
effort, the next step in the direction of socialized agriculture was taken. The 
peasants would be persuaded to combine two, three, or more year-round mutual 
aid teams and form an agricultural producers’ cooperative. In these cooperatives, 
the rural subsidiary occupations became an even more important part of the group 
effort; individual labor became more specialized; more, larger, and more complex 
farm implements were purchased for common use on the physically pooled lands 
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of the members; and the plans for agricultural production became more detailed 
and required more time to be worked out by the leaders of the cooperatives. 
However, despite the more socialized methods of management and operations, the 
agricultural producers’ cooperatives were established on the basis of the private 
ownership of land. The peasants might join and contribute as their share, their 
land, labor, draught animals and farm implements; or they might not join. After 
joining, they were (theoretically) free to leave the cooperatives at will and receive 
their full investment. In practice “ccommandism” was prevalent, and once in 
the organization, it was very difficult for the peasants to withdraw save on the 
most disadvantageous terms. 


Practices varied with respect to the distribution of the incomes of the 
cooperatives. Frequently, but far from always, slightly less than half the income 
was distributed to the members on the basis of work done — labor expended — on 
the cooperative’s behalf; and slightly less than half was paid out on the basis of 
land, draught animals, farm implements, and other means of production contri- 
buted by the individual members to and used by the cooperative. A small portion, 
usually about 1% or 2%, and no more than 10%, was retained as a reserve fund 
to be used by and for the cooperative as a whole. Thus, the distribution was 
usually a compromise between the free enterprise system’s emphasis on private 
property as a source of income and the Marxist-Leninist contention that labor 
expenditures should be the main if not the sole source of private income. 


The ratios of labor income and property income to total income, with respect 
to the distribution of the income of the cooperatives, depended on the decisions of 
the heads of the families who were the members of each cooperative. No hard and 
fast rules were laid down by the Chinese Communist Party. However, it was 
contemplated by the Party that over a period of time, the share going to the 
owners of the means of production was to be reduced, and eventually eliminated, 
while the share going to those who had labored for the cooperative was to be 
increased until it embraced all save the small portion set aside as a reserve fund. 


The Party placed a great deal of emphasis on these cooperatives and by 
February 1955, there were 600,000 such organizations in China which embraced 
over 15 million peasant households. The unusually rapid expansion was not 
accomplished without loss of control and efficiency. As the Communists them- 
selves put it in a report on “Decisions on Spring Plowing and Production” in 
1955: ““ . . owing to commandism . . . some peasants have misgivings and mis- 
understanding about the cooperatives [which recently] .... exercised certain 
unfavorable effects on production.” These effects were that in both 1953 and 
1954, the first two years of the First Five Year Plan of Communist China, neither 
the grain, cotton, oil materials, silk, tea, tobacco, hemp, pastoral products, 
nor aquatic products plans were filled. In mid-1955, it was necessary to revise 
the grain target downward drastically. 


Despite the seriousness of the situation, in July 1955, Mao Tse-tung personally 
ordered the collectivization movement accelerated. He ordered that the number 
of agricultural producers’ cooperatives be increased to 1.3 million and that in each 
of the more than 200,000 localities in China, one or more such cooperatives were 
to be established. He set January 1, 1958, as the completion date for the program, 
by which time he expected 250 million Chinese, about half the rural population 
of China, to be enrolled in the cooperatives. 


While he discussed both cooperatives and state farms, Mao, significantly 
enough, did not mention collective farms. The reason for the omission became 
apparent in November 1955, when the State Council of China issued the “Draft 
Model Regulations for Agricultural Producers’ Cooperatives”. According to these 
regulations, agricultural cooperation was to be developed in two stages, the 
preliminary stage and the high stage. In the preliminary stage, the agricultural 
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cooperatives were to be semi-socialist in character. The cooperative was to own 
only part of the means of production; the cooperative members were to retain 
ownership of the land and other means of production they had turned over to the 
organization for common use. They were to receive dividends for these services. 


Over time, each cooperative was expected to evolve into the high stage of 
development, when it would be completely socialist in character. All the means 
of production would then have been turned into communal property; dividends 
based on property ownership would then have disappeared; and all incomes earned 
would be derived solely from labor. In the high stage of development, the co- 
operative members were to own only “small plots of garden land, odd trees, poultry, 
livestock, small tools and tools required for family side occupations”. In short, 
the cooperatives in the high stage of development were to be collective farms pure 
and simple and modelled after those in Soviet Russia. In July 1955, despite his 
failure to say so, Mao had outlined the pending collectivization as well as the 
pending cooperativization of Chinese agriculture. 


Despite the opposition of many peasants expressed in both a covert and overt 
fashion, this collectivization process seems to be nearly complete. At present, 
over 96% of China’s rural population is in agricultural producers’ cooperatives, 
and of this number, seven-eighths are in cooperatives of the high order. _ 


In addition to exercising very great control over the organization of agri- 
cultural production, the Chinese Communist Party is counting on_ better 
agricultural techniques to provide the food necessary to feed its 650 million 
population. It has ordered the elimination of boundary lines between farms and 
their sub-division in order to make more land available for cultivation and hence 
increase agricultural output. It has produced and distributed on as wide a scale 
as possible, as large and as efficient farm machinery as its resources permit, in order 
to save time and labor power, and has employed the labor power so saved on 
projects where machines have not been available. It has made and sold the 
peasants seeds, fertilizer, and small farm implements — traditionally in short 
supply in the Chinese countryside — and taught the peasants how to use them 
most efficiently. It has bombarded the peasants with propaganda designed to 
maintain if not increase their socialist consciousness, and cause them to maximize 
their contribution to the industrialization of China. And it has attempted to 
arouse a sense of socialist competition vis-a-vis contributions to the economic 
growth of China among different parts of the country, among different agricul- 
tural organizations, and within the agricultural units, among the various operating 
sections. 


Despite their obvious concern over the present size and rate of growth of 
China’s population, the Chinese Communists have been issuing all sorts of data 
calculated to leave the impression that they are winning in this race between the 
production of food and the reproduction of the population. They claim that by 
1967, total grain production will be up to 400 million tons annually while the 
population will have increased to only 800 million, and that therefore grain 
production will have increased from 660 pounds of grain per person per year to 
1,100 pounds of grain per person per year. The production figures are very much 
inflated and should be used with great caution if they are used at all. 


One source of inflation of the production data lies in the agricultural tax 
system of Communist China. Each grain field is assigned a rated output — a 
quantity of grain which, based on previous performances, it is expected to yield 
at the next harvest. At harvest time, whether or not the expected yield was 
actually brought in, a tax equal to between 80% and 90% of the peasant‘s surplus 
is levied. To determine the surplus, the Communists make a small allowance for 
family food consumption and seed and fodder needs and deduct this from the 
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expected rather than actual harvest. Because of floods, droughts, typhoons, and 
other natural disasters, the actual harvests have almost always been below the 
rated outputs assigned, with detrimental consequences for the individual peasant 
families (and for the nation as a whole). This bias is also found, it should be 
noted, in the agricultural production data issued by the Soviet Union, which also 
are based on the “biological” rather than actual yields of the fields. 


A second source of inflation in the data lies in the fabrications of Party 
Leaders and sympathizers who bear the direct responsibility for the increases in 
agricultural output so vital to China’s future. These individuals, who have 
wanted either to get ahead in the Party, or simply to keep their jobs, have often 
reported harvests in the localities for which they were responsible somewhat in 
excess of the actual yields. Competition among such fabricators has sometimes 
had a snow-ball like effect in some regions, and when the truth has later come 
out, the Communists have been considerably embarrassed. The Communists have 
found it difficult to eliminate both of these major sources of inaccuracies in the 
data. 


A third relatively less important bias in the data results from a general lack 
of uniformity in weighing and counting in China. Most of the Chinese are 
unable to read or write their own language and this coupled with the prevalence 
of varying customs in different localities with respect to the precise meaning of 
some terms used in weighing and counting, further coupled with the uneven 
progress the Communists have made in remedying these deficiencies, creates 
uncertainty as to the precise increases (or decreases) which may have taken 
(or will take place) in agricultural production in any year. As long as the bias 
was of the same degree in all the data, the differences in output could be used to 
measure the changes which had taken place, but, given the progress the Commu- 
nists have made in eradicating illiteracy and standardizing weights and measures, 
there is now and will continue to be unevenness in the extent to which this bias is 
present in the data. 


The Communists are doing their best to bring their statistics up to accepted 
standards and there is nothing to indicate that their statistics-collecting agencies 
are keeping two sets of records, one for themselves, and the other for propaganda 
purposes; quite the contrary, the Communists use their own data frequently and 
when mis-statements are uncovered, the truth is usually made public and the data 
corrected. 


The sector of the economy which offers the most hope to the Communists 
in their race against time in the industrial sector. In industry, the production 
units are larger and more easily controlled than in the rural areas. Statistically 
too the Communists are at a distinct advantage in industry, particularly heavy 
industry, as compared to agriculture. China has always been an agricultural 
nation; hence each new harvest can be compared to a long string of previous ones, 
some of which by the nature of things, have been relatively quite high. On the 
other hand, China’s industry is of recent origin and has always been technologically 
primitive in character and undeveloped quantitatively compared to that of the 
West. Hence, percentage-wise, the production increases which the Communists 
have been able to register in industry have been quite impressive. While over 
time absolute increases in output will probably continue to take place in industry, 
the rate of increase will undoubtedly decline as the base against which each 
increase is measured is enlarged. 
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Rates of Increase in Agricultural and Industrial Production in China 1949-55 


Average Rate of Increase 


Sector 1950-52 1953 194. 1955 
1. Workshop and Modern Industry 50.2 31.7 22.0 12.9 
2. Home Handicraft Industry 42.0 24.7 18.4 (-4.7) 
3. Agriculture and Subsidiary Occupations 16.2 Sell Ba) Se 
4. Total of all Production 25.8 14.4 10.8 8.0 


* Unlike 1953 and 1954, in 1955 there were no widespread natural disasters to impede 


agricultural production. 


As the accompanying table shows, the rates of increase in workshop and 
modern industry have been of a much higher order than those in agriculture, and 
because of the importance of agriculture, the increases in total production have 
been much closer to it than to the other sectors of the economy. For all sectors 
of the economy, over time, the rates of increase have decreased (with the notable 
exception of agriculture for the reason stated). These trends are expected to 
‘continue. 


In summary, Communist China seems to have a long uphill fight on its hands 
if it is to maintain, much less improve, the man-land ratio within its borders. 
‘That its population now numbers 650 million and is increasing at the rate of at 
‘least 15 million and perhaps as much as 18 million persons per year is inescapable. 
‘The burden of feeding such huge numbers of people rests squarely on the 
‘Communist government, and strong, positive — and most importantly, effective 
— action is required of it. Failure to solve the chief economic problem of 
China may cost the Chinese Communist Party the support of the Chinese people 
and may yet prove the cause of its undoing. It is still too early to offer a 
prediction. However, one thing is certain: the result of the race between the 
productive and reproductive powers of the Chinese will be known long before 
athe year 2007. 
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NOTES AND MEMORANDA 


EXCESS POPULATION AND ‘CAPITAL GONST RUG Tig: 
COMMENTS 


By Sm SypNEY CAINE 


Two points strike me on Professor Nurkse’s article in the last issue of the 
Review.1 


The first point is that there seems to me something wrong about the diagram 
on page 4 showing the variation of total product with increasing population. If 
I understand the argument correctly, the marginal product from labour may 
become negative, i.e., total product may begin to fall if product per head reaches: 
so low a level as to be below physical subsistence level and therefore to affect 
efficiency of labour. On that basis it seems to me that the curve of total product 
should not turn downwards until it crosses the vector OC. That is assuming, 
as in the diagram, that at point B an absolute maximum of total product has beer 
reached; the curve would then become flat until the intersection with OC when 
it would begin to turn downwards. 


My second point is of much more significance. In discussing the possibility 
of making use for investment or capital creation of the surplus labour available 
in agricultural communities, Professor Nurkse appears to assume (although it is: 
never stated explicitly) that such capital-creating activity must be found off the 
farms. The kind of capital to be created appears to be conceived as roads or 
other lines of public works or industrial developments. I suggest that this gives 
insufficient recognition to the importance of capital creation within the agricul- 
tural sphere itself. Bauer and Yamey in their Economics of Underdeveloped 
Countries” have stressed the importance of capital creation in the planting of 
long-term crops such as cocoa in West Africa, and that kind of activity is, of 
course, very apparent in Malaya in the large small-holding rubber plantings, as 
well as in other tree crops. There has been in the past, and no doubt there will 
be in the future, a very large amount of agricultural capital creation in the 
organisation of rice fields, terracing of hillsides, and so on. It is within the power 
of Government policy to encourage or discourage activities of this sort to some 
extent, and harm may result if the significance of interna) capital creation by 
agriculturalists is completely overlooked. 


REPLY — By Racnar NurRKSE 


The argument illustrated by the diagram on page 4 of my paper makes no 
reference to the fall in the physical efficiency of laborers which may well occur 
as the average product declines beyond the point corresponding to the “optimum 
population”. (The optimum size of population is of course OL and not OM 
as stated on page 4 in the text). The diagram was intended to represent only 
the “diminishing returns” resulting from the application of increasing numbers 
of laborers to a constant amount of land and other resources. Sir Sydney Caine 
is right in drawing attention to the effect of changes in average product (and 
hence in consumption) on the efficiency of labour. This effect may be important 


1. This Review, Volume II, No. 2, October 1957, pp. 1-11. 
2. P. T. Bauer and B. S. Yamey, Economics of Underdeveloped Countries, London, 1957. 
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and should certainly be taken into account; but my model clearly does not depend 
on it. 


Sir Sydney Caine’s second point is one with which I entirely agree. My 
paper contained a paragraph (page 8) in which I dissociated myself from the 
simple argument for industrialization. Individual peasants can dg — and have 
done — a good deal of useful capital work in their spare time. .I confess that I 
have stressed, and perhaps overstressed, the construction of overhead capital 
(transport, power, irrigation, etc.), which is generally inadequate in under- 
developed areas, and which is something that cannot always be expected to result 
from the spare-time activities of individual peasants. On the whole, however, 
my paper was mainly concerned with the problem of “capital mobilization”, 
rather than with the particular sectors to which the additional capital should be 


applied. 
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BOOK REVIEW 


E. Stuart Kirby, ed., Contemporary China — I, 1955, 
Hong Kong: Hong Kong University Press, 1956 


In 1954 the Department of Economics and Political Science in the University 
of Hong Kong instituted a Research Seminar on Problems of Contemporary China. 
The present volume is described by its editor as “‘a generalized record” of the 
Seminar. It comprises papers on a variety of subjects, most of them prepared 
specially for the Seminar: selected documents from official sources and in official 
translation; a chronology of significant events in China during the year July 1954 
to June 1955; a current bibliography; and an index. Further volumes on similar 
lines are promised in the future. The intention is that these should appear “at 
least annually.” 


The University of Hong Kong are to be congratulated on this venture. 
They have drawn their contributors from a wide range of countries. The 
topics dealt with in the papers cover a wide field, including the new marriage 
law and communist influences on the Chinese language. In the following pages 
it is not proposed to offer any comments on these two last mentioned subjects 
which are of somewhat specialized interest; attention will be directed to the 
remaining papers which are likely to be of more general interest to readers of this 
Review. 


Historical Background 


The book begins with a chapter on “Chinese-Russian Relations since the 
Seventeenth Century” by Prof. J. J. Nolde of the University of Maine. The 
history of Chinese-Russian relations up to the early twentieth century, he says 
(pv. 14), 


“.. . is the history of two large sprawling land powers forced by the 
geopolitical realities of the situation to become uncomfortably, but neces- 
sarily, bedfellows. Whatever their differences may have been, they were not 
important enough to bring about a situation which would open the door for 
an expansionist Japan.” 


Today it is not Japan whose expansionism is seen as a threat, but the United 
States which has succeeded to Japan’s island empire. 


Prof. Nolde is followed by Mr. D. J. Roads who gives a succinct historical 
account of the Chinese Eastern Railway. The story, as he tells it, affords an apt 
illustration of the geopolitical necessities discussed by Prof. Nolde. 


Population and Food Supply 


Three contributors discuss the population problems of China in the light 
of the 1954 Census. Mr. T. R. Tregear considers the Malthusian aspect. He 
takes an optimistic view. He thinks that technological improvements in food 
production “may cause the population bogey to fade for a century or more” 
(p. 36). Dr. Ling Nai-Jui doubts the reliability of the published figures, which 
he thinks were “purposely exaggerated so as to serve better the political exigency 
of the regime” (p. 42). Mr. R. Strahan, in his “Biometric Comments”, dis- 
agrees with Dr. Ling and claims that the figures “approximate remarkably well” 
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to the trends exhibited in earlier population estimates. He concedes that the 
reproduction ratio (1.3%) seems to be very high by Western standards. Yet in 
Poland, Egypt and Ukraine, he points out, comparable values have been found 
(p. 45). 

Mr. O. L. Dawson contributes a brief “Note on Chinese Agriculture.” He 
is less optimistic than Mr. Tregear about the possibilities of a rapid increase in 
food production. Prof. Y. Muramatsu, in a later paper on “Industrialization 
Policy”, also touches on the question of food production. Translating the pub- 
lished figures into “‘rice-equivalent” terms, he calculates that China’s food output 
in 1952 was equivalent to 105 million tons of rice, which on Japanese standards, 
he says, would suffice for a population of 630 million (p. 87). 


Prof. Muramatsu’s main concern is with the industrialization programme, 
and the progresive urbanization of China’s population which this will entail. 
Can the government mobolize sufficient foodstuffs to sustain the urbanization 
process? Prof. Muramatsu’s argument is too condensed to summarize here; but 
on the whole he thinks it can. 


Fiscal Policy: Trade with Japan 


Mr. E. F. Szczepanik offers a review of “Four Years of Fiscal Policy in 
Communist China”. He estimates that in 1954 net investment was taking 22% 
of the national income (perhaps more), defence 11% and private consumption 
50% (pp. 79 and 80). He thinks there are numerous proofs that China in her 
economic policy is following the Soviet model, and that, taking the proportion 
of net investment to national income as the criterion of progress, she had reached 
in 1954 the same stage which Russia reached in 1932 or 1933. 


Mr. N. P. Smith discusses the possibility of increasing Sino-Japanese trade 
from its 1954 level of US.$60 million to its 1934-36 level of US.$270 million. 
He points out that Chinese prices have not been as attractive to Japan as might 
have been expected; that China’s ability to contribute to Japan’s food import 
requirements is limited; that Japan cannot supply many of the raw materials 
that China needs; and that China must inevitably prefer to draw the bulk of her 
imports of industrial equipment from “politically reliable countries”. Even were 
the United Nations embargo removed, Mr. Smith concludes, “political grounds” 
would still limit Japan’s share of China’s trade (p. 111). 


Economic Planning 


Mr. C. L. V. Hooton writes on “The Planning Structure and the Five Year 
Plan.” He finds it hard to understand why Peking should keep the planning 
structure so secret (p. 92). He appears to have overlooked the decisive factor 
that determines Chinese economic planning, namely, national defence. He dwells 
upon many points which Peking would consider only technical in nature and 
therefore minor in importance as compared with the underlying principle of 
defence economy. He notes that many decisions which in the West are 
“economic” decisions, e.g. on the location of industry, are “political” in China 
(p. 103). Will the efficiency of such a system, he asks (p. 104), “‘be greater, 
equal to, or less than the efficiency of the almost automatic allocation of resources 
in the Western World’? 


From the standpoint of Peking, to judge efficiency by the conventional yard- 
stick of comparative cost would be tantamount to being penny-wise and pound- 
foolish. For instance, were the location of industry to be determined in accord- 
ance with conventional cost theory, China would probably find most of her 
industries located near the coast and along navigable rivers — a location which 
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might well be considered “efficient” in Western eyes, but which proved disastrous 
during the Japanese occupation between 1931 and 1945. It is. probably the 
defence factor that led Soviet Russia to locate her industrial centres far inland. 
So China has placed her industrial centres in the north-west and the south-west 
where population is sparse and transportation facilities deficient — a location 
policy that is decidedly questionable from the conventional standpoint of the 
celebrated cost theory of Alfred Weber.? 


Maoism and Methodology 


The papers so far noticed have concentrated on particular problems of history, 
demography and economics as economics is understood in the West. Mr. Szcze- 
panik’s paper on “The Economic Policy of Maoism” raises much wider issues, and 
is of great importance because it seeks to focus attention on problems of method- 
ology which many Western writers have tended to ignore. 


An understanding of Marxian dialectical materialism and of the Marxian laws 
of economic development, Mr. Szczepanik says, is fundamental for the compre- 
hension of the communist doctrine. Yet “many Western writers underestimate 
its importance” (p. 50). It would perhaps be more accurate to say that its 
importance has been underestimated by “writers in the English language”. 
Western scholars familiar with the German, Russian or Japanese literature have 
not been unaware of its importance. In any case the multiplication of books in 
China in the English language is now proceeding fast, and there is less excuse 
than ever for ignorance of the theoretical foundations of policy. 


Mr. Szczepanik thinks that Peking’s policy is founded on the two principles 
of dialectical materialism and historical materialism (p. 51). This generalization 
is fair. He is on more debatable ground when he says that the former plays a 
less important role in Maoism than the latter, which is “not regarded as suitable 
for popular consumption.” 


As early as 1937 Mao delivered two lectures, “On Practice” and “On 
Contradiction”, at Yenan, whose main theme was dialectical materialism. In 
1957, after having been in power for eight years, he showed how dialectical 
materialism could be applied to practical problems. First, he pointed out that 
contradictions, though of different nature, could nevertheless exist under the 
dictatorship of the proletariat. This was in answer to the oft-repeated question, 
asked again by Mr. Szczepanik, “why, with the advent of socialism, dialectical 
processes have to stop”. Second, he took to task those cadres (administrators) 
who failed to recongnize these contradictions and thereby became wavering and 
passive in handling socio-economic problems. Lastly, he encouraged them not 
only to admit that there were contradictions under socialism, but also to handle 
them optimistically; because “contradictions, by the very nature of the dialectical 
law of progress, will inevitably develop one after another; . . . in economic 
planning the contradictions will create a temporary maladjustment (disequili- 
brium) between social production (accumulation) and social demand (consump- 
tion), and such disequilibria may develop even monthly or quarterly despite many 
adjustments, but every adjustment or contradiction means an improvement or 
progress.”* These pronouncements show that Mao employs dialectical 
materialism not only as a tool of social analysis, but also as a “proof” to convince 
his supporters that everything will turn out right in the end. In them, historical 
materialism serves only as an illustration or supporting argument. 


1. Alfred Weber, Ueber den Standort der Industrien, Reine Theorie des Standorts. Tuebingen, 
1909. See also C. J. Friedrich, ed., Alfred Weber’s Theory of Location of Industries, Chicago: 
University of Chicago Press, 1929. 

2. Mao Tse-Tung: On the Correct Ways of Handling Contradictions as found among our 
People, Peking, 1957. 


On the methodology of Maoism Mr. Szczepanik offers the following interest- 
ing comments: 


(i) Maoism is a complex doctrine growing out of the writings of Marx, 
Lenin and Stalin, but “maturing in a specifically Chinese philosophical 
climate” (p. 69); 


(ii) It is being shaped into a creed to replace the spiritual values of traditional 
Chinese culture, and may become a kind of “spiritual materialism” — 
a “marriage between Marx and Confucius” (p. 62). But Mr. Szcze- 
panik is not sure whether it can ultimately be fused with traditional 
Chinese philosophy and Confucian ideals. He considers the idea of 
revolution and the class struggle “alien to the Chinese philosophy” 
(p. 52). He also cites the Confucian teaching that “an oppressive 
government is fiercer than a tiger” (p- 62). 


There are, however, certain traditional Chinese ideas on which Mr. Szczepanik 
might have had more to say, namely:- 


(i) Confucian economics taught that the people should be well-fed, well- 
clothed and enriched, that property owning should be encouraged, and 
that some form of planned economy should be adopted for agriculture. 


(ii) Confucian politics taught that governments should avoid wars and 
killing, otherwise revolutions would result inevitably and justly, result- 
ing in the overthow of tyrannies. The ancient Book of Changes 
(1-Ching) dating from 600 B.C. formulated a logic very similar to the 
modern dialectics and contained theories not unlike the modern theories 
of ‘“‘class struggle”, which justified the revolutions recorded in Chinese 
history. 


Mr. Szczepanik in his opening paragraph tells us that the socialist doctrine 
of contemporary China, though strongly influenced by Marx, Lenin and Stalin, 
contains a “distinct variant” which he calls “Maoism” (p. 50). Yet in his 
concluding paragraph he confesses that he can find “‘no trace of a single original 
economic idea in Maoism” (p. 64). He concludes that “the secret of success in 
leadership does not lie in economic theory”. 


It would perhaps be safer to say that the time has not yet come to attempt 
anything more‘than a provisional evaluation of Maoism. Nevertheless, Mr. Szcze- 
panik’s conclusion opens up two interesting questions. First, his reference to the 
qualities of leadership implies an idealistic interpretation of the Chinese revolution, 
the analysis of which would be beyond the scope of this review. Second, it raises 
the controversial methodological question of the correct definition of economics. 


Like Lenin and Stalin, Mao has not so far developed any new economic 
idea in the field of pure theory as conventionally understood: in the theory of 
value and price, capital, rent, interest, wages, monopoly, crises, and so forth. His 
writings are concerned rather with the application of theory. “Theories cannot 
be separated in the least bit from practice,” he said in his lecture “On Practice”; 
and again “Marxism emphasized the importance of theory precisely and only 
because it can guide action”. But, in conformity with the principle of historical 
materialism, Maoists and Marxists alike cannot conceive that any social or political 
policy, or indeed policy in any other field, can have nothing to do with economics. 
Therefore many policies that are regarded as outside economics and are classified 
as political, social or even philosophical by non-Marxian schools of thought are 
considered by Marxists to be properly within the sphere of economics. Thus 
theories or policies formulated to deal with “stages” or “types” of national and 
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international development and of revolution, though “‘historical’’, are also ““econo- 
mics”; and an original idea in economics. But in any case what is an original 
idea? 


Is Lenin’s Theory of Imperialism (1916) an original idea? Concerned with 
defining ‘““The Last Stage of Capitalism” or “Finance Capitalism’, it properly falls 
within the Marxian: conception of economics. But analytically it is based on 
the work of Hobson which in turn was a development of the theory of economic 
crises.» Hobson’s theory of under-consumption became Lenin’s theory of over- 
production, all of which can be traced back to the Classical School, to John 
Stuart Mill’s theory of the stationary state, and to the Ricardian theory that profit 
tends to fall as society progresses, a theory later incorporated by Marx in 
Das Kapital. 


Is Trotzky’s theory of permanent revolution to be considered an original 
economic idea? It is concerned both with the theoretical and with the practical 
aspects of the question whether socialism can be built in one country. Is Stalin’s 
theory of nationalism an original economic idea? Judged by its central thesis, 
that “Nationalism is Rising Capitalism”, the same argument must be held to 
apply.* 

It is therefore fairer to say that Maoism is still in process of development. 
No doubt, as Mr. Szczepanik says, its development presents “tone of the most 
interesting current philosophical riddles” (p. 62). But the riddle is not philoso- 
phical only; it is economic as well. 


K. Loo Huane, 


Formerly Professor of Economics 
at the National University of Amoy 


3. John A. Hobson: Imperialism — A study, London, 1902. 
4. See Stalin: Marxism and the National and Colonial. Question, 1912 and 1936, 
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